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THE TIMING FACTOR IN THE PURCHASE AND 
SALE OF COMMON STOCKS' 


ROBERT G. BUSSE? 


UCCESSFUL exploitation of the major cyclical swings in 
stock prices, as well as the preservation and moderate 
accumulation of capital over a period of years, demands a 

knowledge of the time factor in the purchase and sale of securi- 
ties. Buying securities, as permanent investments, to put away 
and forget about, is not the part of wisdom under rapidly shifting 
world economic and political conditions. The problem of timing 
purchases and sales of securities is at least as important as, if 
not more important than, the problem of selecting stocks for 
investment and speculative purposes. A knowledge of the major 
cyclical swings in stock prices and business activity and the 
ability to time purchases and sales of securities to coincide moder- 
ately well with these cyclical movements are primary requisites 
for the investor and trader attempting to maintain and accumu- 
late capital. 

* The writer takes pleasure in acknowledging his indebtedness to Professor T. O. 
Yntema and Mr. Carl H. Henrikson for their generous assistance and constructive 
criticism in the preparation of this paper. However, the conclusions reached and 
any errors which may have occurred in the calculations are the writer’s sole re- 
sponsibility. 

2 Mr. Busse is a graduate student in the School of Business of the University of 
Chicago. 
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Certain indexes of business activity, because of their close re- 
lationship to and reflection of the level of business activity and the 
volume of industrial production, are considered to have some 
forecasting validity and barometric value for cyclical swings in 
stock prices. These indexes include changes in commodity prices, 
railroad earnings, carloading figures, value of exports and im- 
ports, coal and pig-iron production, bank clearings, short-term 
interest rates, and bond prices. While no one economic series 
related to the business cycle and the stock market may be con- 
sidered a perfect guide to major stock-market fluctuations, bond 
prices were selected as probably having fairly consistent fore- 
casting value. 

The relationship of bond prices and, concomitantly, long-term 
interest rates to stock prices, and the lag between the bond and 
stock markets at their cyclical turning-points, have long been sub- 
jects of extensive research and comment by leading economists 
and by investment and market analysts.’ 

During the last forty years bond prices have generally reached 
their cyclical peaks some months before the corresponding high 
point in stock prices and, conversely, have reached their cyclical 
low points several months prior to the culmination of a bear 
market in stocks. Some method of recognizing the major peaks 
and lows of the bond market in time to act upon these indications 
in the purchase and sale of stocks would have been of inestimable 
value to the investor or long-pull trader. Consequently, several 
statistical methods have been developed with the primary pur- 


30. M. W. Sprague, ‘“‘The National Banking System,” Quarterly Journal of 
Economics, XXIV (1910), 640; Richard N. Owens and Charles O. Hardy, Interest 
Rates and Stock Speculation (New York: Macmillan Co., 1925), pp. 16 ff.; Warren 
M. Persons and Edwin Frickey, ‘‘Money Rates and Security Prices,” Review of 
Economic Statistics, January, 1926, pp. 29-46; Emerson Wirt Axe and Ruth Hough- 
ton, ““The Bond Market as a Stock Market Forecaster,” Annalist, August 12 and 
19, 1927, pp. 236 and 268; Charles O. Hardy and Garfield V. Cox, Forecasting Busi- 
ness Conditions (New York: Macmillan Co., 1927), pp. 50 ff.; Lewis H. Haney, 
Business Forecasting (New York: Ginn & Co., 1931), pp. 305 ff.; L. L. B. Angas, 
Investment for Appreciation (New York: Somerset Publishing Co., 1936), pp. 2 ff.; 
Frederick R. Macauley, Some Theoretical Problems Suggested by the Movements of 
Interest Rates, Bond Yields, and Stock Prices in the United States since 1856 (New 
York: National Bureau of Economic Research, 1938), p. 219. 
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pose of locating major turning-points in the bond market within 
a sufficient length of time following their appearance to serve as 
a guide for the timing of purchases and sales of stocks. 

Data upon which statistical methods were based consist of two 
series of monthly figures: Standard Statistics’ Index of Forty- 
five High-grade Corporate Bond Yields and the average monthly 
prices of the Dow-Jones Industrial Stock Price Average. Both 
series cover the years 1900 through 1936, inclusive. Data selected 
were considered most representative of high-grade bond, and of 
stock, prices. Corporate bonds were used because their fluctua- 
tions covered a wider range than those of the very highest-grade 
bonds, such as government issues, thereby facilitating location of 
the major turning-points. The Dow-Jones Industrial Average 
was considered as more representative of the stock market as a 
whole than the Rail Average. No attempt was made to correct 
either series for seasonal variation or secular trend, as the periods 
of primary interest—namely, the major turning-points—are not 
significantly affected by these factors in the relation of one series 
to another. 


TIME LAG BY OBSERVATION 


Before applying statistical methods to the two series of data, 
it was deemed desirable to determine cyclical turning-points of 
bond and stock prices, and the time lag between bond and stock 
markets at the turning-points, by observation. This method has 
little practical value for the investor seeking to base timing of 
purchases and sales of stocks upon the relationship of bond and 
stock prices. It is considered solely as a means of locating the 
major turning-points in both markets and of examining the time 
lags indicated. Obviously, it is difficult to recognize by observa- 
tion the turning-points in either series until several months, or, 
in most cases, a year or more, after their appearance. In general, 
major turning-points in the bond market would not have been 
recognized in time to allow the investor in stocks to act upon 
them with any degree of success. 

Locating the turning-points of bond and stock prices by ob- 
servation for the years 1900-1936 is largely a matter of interpreta- 
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appeared which could logically have been interpreted either at the 


time or from the perspective of the present as major cyclical 


turning-points, as intermediate recessions in a major upward 
swing, or as intermediate upturns in a major decline. 


TABLE 1 


BOND- AND STOCK-MARKET TURNING-POINTS, 1900-1936* 
(Ascertained by Observation) 
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* No high indicated to December, 1936. 


Major turning-points for stock prices from 1900 through 1936 
were located after the bond-market peaks and lows had been 
identified. In each instance they were chosen to correspond as 
closely as possible with those of the bond market. The months in 
which turning-points occurred in both series, the average bond 
yields and stock prices for those months, and the lag of stock 
prices behind bond prices at each turning-point are given in 
Table 1. 

It will be noted that the observed lag of the stock market be- 
hind the bond market at the peaks varied from 18 to — 10 months, 
and averaged 4 months, while lag at the low points varied from 
13 to —1 month, and averaged 2.4 months. 


tion of the movements of the series, in which hindsight, unfortu- 
nately, plays a rather important role. A number of peaks and lows 
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STATISTICAL METHODS 


In an effort to locate the major turning-points in the bond 
market with greater accuracy, four statistical methods have been 
developed. Had the investor actually used any one of these 
methods as a timing device for the purchase and sale of equities, 
profits would have been obtained. 

The first of the statistical methods employed in determining 
the effectiveness of the bond market as a means of timing pur- 
chases and sales of common stocks was based on a thirteen- 
month moving average of bond yields ( which is the same as bond 
prices inverted). This moving average facilitated identification of 
cyclical peaks and lows in the bond market by eliminating many 
of the more confusing minor fluctuations. 

A thirteen-month moving average of bond yields was obtained 
by adding bond yields for the thirteen months from January, 
1900, to January, 1go1, inclusive, and dividing the sum by 
thirteen. This was considered the average price for the seventh 
month from the beginning of the period, July, 1900. For the 
August, 1900, yield, the January, 1900, yield was subtracted from 
the sum of the thirteen original yields, and the February, r1gor, 
yield added; this sum was then divided by thirteen. This process 
was repeated for each month in the thirty-seven-year period. 
The last average yield obtained was for June, 1936. 

A peak was considered to have occurred when the thirteen- 
month moving average, after moving in an upward direction a 
distance of 0.05 yield-point* or more, stops, turns, and moves 
downward at least 10 per cent of the distance traversed from the 
previous low point to the recent high, if this was 0.30 yield-point 
or more. If less than 0.30 yield-point, a minimum reversal of 
0.03 yield-point was considered necessary. Thus, a reversal of 
at least 0.03 yield-point, or 10 per cent of the previous low-to- 
high distance, whichever was greater, was required to establish 
the validity of the peak. Conversely, a low was considered to 


4 A yield-point is equal to 1 per cent of bond yield. As an example, a bond may 
be selling to yield 4.55 per cent. If the price of the bond rises to a point where the 
yield is reduced to 4.41 per cent, the bond yield will have declined 0.14 yield- 
point. 
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have occurred when the average, after moving downward 0.05 
yield-point or more, reversed and turned upward tro per cent of 
the distance traversed from the previous peak to the recent low, 
or a minimum of 0.03 yield-point, if the swing was one of less 
than 0.30 yield-point. 

Obviously, seven months elapsed before the average yield 
for the peak or low month could be determined; an additional 
two to fifteen months elapsed before the moving average had 
reversed sufficiently to prove the turning-point valid. Therefore, 
it was considered desirable to have the investor purchase or 
sell equities at the average price for the month following the 
month the bond average confirmed the previous low or high point. 
Accordingly, the lag of purchasing or selling-points for stocks be- 
hind the actual month of the peak or low of the bond market 
varied from nine to twenty-two months in each instance. 

Bond-market highs indicated by the thirteen-month moving 
average occurred in the following months: March, 1902; June, 
1905; May, 1909; July, 1916; November, 1927; and February, 
1931. Low months indicated were November, 1903; December, 
1907; April, 1915; October, 1920; September, 1929; and Novem- 
ber, 1932. When the average yield for two or more consecutive 
months was identical, the turning-point was considered to have 
occurred in the first of the months having identical yields. How- 
ever, neither the time at which the low or peak was confirmed nor 
the time of the subsequent purchase or sale of equities as indi- 
cated by the low or peak is affected, since reversal from, and con- 
firmation of, the low or peak is dependent upon distance traversed 
from the low or high point. 

In this, as in all statistical methods described in this study, 
the hypothetical investor was assumed to have purchased or sold 
equities at the average price for the month following the month 
the turning-point is confirmed by a reversal of trend sufficient to 
comply with the definition employed. Stocks were presumed to 
have been sold in December, 1936—the final month in the period 
covered by the study. 

Had the hypothetical investor, using this method to determine 
buying- and selling-points, been long stocks when that position 
was indicated and out of the market entirely when a short posi- 
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tion was indicated, his profits would have been 397.25 points on 
the Dow-Jones industrial average, and his losses, 133.25 points. 
Net profit before commissions and taxes would have been 264 
points. Had he taken both long and short positions at the points ' 
indicated, profits would have been 550.55 points and losses 144.25 
points on the industrial average. Net profit would have been 
406.30 points (Table 2). 

There is every reason to believe that many astute traders and 
speculators obtained larger profits during the thirty-seven-year 
period considered. Nevertheless, it is apparent that satisfactory 
profits would have been secured by the investor or long-pull 
trader employing this means of timing purchases and sales of 
equities, provided he possessed the required patience and confi- 
dence in his method of trading, and adhered strictly to the buying 
and selling indications supplied by the movements of bond prices. 

The second statistical method used to determine the turning- 
points of the bond market was based upon the distance of re- 
versal from peaks and lows. Two types of criteria were employed 
in conjunction with this method: a fixed criterion and a flexible 
criterion related to variation in bond prices. 

Based upon a fixed criterion, definitions of high and low points 
were formulated. A low point is considered to have occurred 
when, after a decline of at least 0.08 yield-point from the previous 
high point, the bond average reverses its downward direction 
and turns upward to retrace at least 20 per cent of the distance 
covered in the previous decline if this equals 0.40 yield-point or 
more. If the previous decline is less than 0.40 point, a low is re- 
garded as occurring when the bond average turns upward and 
proceeds in an upward direction for at least 0.08 yield-point. 
Conversely, a peak is indicated if the average changes direction 
and moves downward a distance equal to at least 20 per cent of 
the previous upward move, providing it was of 0.40 yield-point 
or more. If of less than 0.40 point, a downward move of at least 
0.08 yield-point is required to confirm a peak. 

It will be observed that several more peaks and lows are indi- 
cated by using this method than by use of the thirteen-month 
moving average method. Table 3 shows months of highs and lows, 
and the months in which reversals occurred after each of these 
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turning-points. The lag between months in which turning-points 
occurred, and months in which the average had reversed suffi- 
ciently to confirm the peak or low, varied from one to seventeen 
months. Most of the lags were from three to six months in dura- 
tion. If equities had been purchased and sold according to these 
indications, dates of purchase and sale would have been from two 
to eighteen months after the actual bond-market turning-points. 
Table 4 shows prices and months at which stocks would have 
been purchased and sold. 

The investor using this method of identifying turning-points 
as a means of timing purchases and sales of equities would have 
obtained profits of 333.50 points on the Dow-Jones industrial 
average and sustained losses of 180.55 points had he been long 
only at the periods indicated. Net profits would have been 152.95 
points before commissions. Using this method to trade on both 
long and short sides of the market when indicated, profits of 
487.20 and losses of 286.95 points would have been obtained, indi- 
cating a net profit of 200.25 points. 

A criterion more adapted to the wide fluctuations of the bond 
average, during certain years of the period studied, was con- 
sidered desirable. Therefore, a flexible criterion related to the 
variations in bond prices was developed. A thirteen-month mov- 
ing average of the extent of monthly fluctuations of bond yields 
was constructed. The average of the twelve changes (without 
regard to signs) of bond yields between any thirteen consecutive 
months was assumed to be the average fluctuation for the thir- 
teenth month. To illustrate, the average fluctuation of bond 
yields from January, 1900, to January, 1901, inclusive, was re- 
garded as the average fluctuation for the month of January, 1gor. 
For the purpose of this study niinimum fluctuation was considered 
to be 0.02 yield-point. In fact, average fluctuations for all but a 
few months were greater than this figure. The average fluctuation 
was computed for each month in the thirty-seven-year period 
studied. These average fluctuations were found to vary from 
0.02 to 0.37 yield-point. 

A root number, 4, was selected, after some experimentation, 
as the fixed multiplier of the average monthly fluctuation. This 
number, when multiplied by the average fluctuation of the high 








Ree. oy 





eee Toes 


; 
i 





ee Ts ee 


ee ee 





LB a gt SC the ome 


Cis el al ec 


eal tnt DP tas A 


PT i tothe tht 3 


a we 


or low month, indicates the number of yield-points the bond 
average must reverse, after making a tentative peak or low, to 


TABLE 4 


PURCHASE AND SALE OF COMMON STOCKS 


RESULTS USING EXTENT-OF-REVERSAL METHOD 
BASED ON A FIXED CRITERION 


(Purchasing and Selling Dates for Stocks—Profits) 
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confirm the turning-point as valid. For instance, average fluctua- 
tion for the month of November, 1907, was 0.06 yield-point. This 
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figure, multiplied by 4, the fixed root number, indicated 0.24 
yield-point as the distance of reversal upward required to con- 
firm the low point of November, 1907. The bond average moved 
in an upward direction from the low of 5.12 in November, 1907, 
through the point 4.88 (5.12 — 0.24 = 4.88) in April, 1908. Thus 
the low of November, 1907, was confirmed by the requisite re- 
versal and is considered a valid low point. 

Based upon a criterion related to the variations in bond prices, 
definitions for high and low points were developed. A low point 
is considered to have occurred when the bond average, after de- 
clining from and confirming a previous peak, stops, turns up- 
ward, and moves in an upward direction a distance equal to four 
times the average fluctuation for the month indicated as being the 
tentative low month. A high point is said to have occurred when 
the average, after rising from and confirming a previous low, 
stops, turns downward, and moves in a downward direction a 
distance equal to four times the average fluctuation for the month 
indicated as the tentative high month. In each instance the ex- 
tent of reversal required to confirm a peak or low point is based 
upon the average fluctuation for the month which appeared to 
be the tentative peak or low month. 

The lags between bond series turning-points and the months 
in which reversal occurred to furnish confirmation of the turning- 
points varied from two to twenty-two months, the majority being 
between four and ten months in duration. Therefore, buying- and 
selling-points for equities occurred from three to twenty-three 
months after actual bond-market turning-points (Table 5). 

Using this method, the investor who was long only at the peri- 
ods indicated took profits of 334.25 points on the Dow-Jones in- 
dustrial average, and sustained losses of 192.50 points. Net profits 
were 141.75 points before commissions. Had the investor main- 
tained a continuous long and short position as indicated, profits 
would have been 454.50 points, and losses, 290.05 points. Net 
profit would have been 164.45 points. 

The fourth method used to locate the turning-points of the 
bond average was based upon the extent of time of reversal. Low 
points, according to this method, were defined as follows: A low 
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point is considered to have been formed when the bond average, 
after moving in a downward direction four months or more, stops, 
reverses its direction and moves upward, and does not penetrate 
the low point thus formed for a year. Penetration of the tentative 
low point within a year from its formation invalidates it, and 
the average must decline and establish a new tentative low which, 
in turn, must not be penetrated within the ensuing year if it is 
to be valid. Requirements for the formation of a valid peak are 
exactly the reverse of those for a valid low. 

When the average has reversed from a tentative low and makes 
what appears to be a tentative peak within a year after forming 
the tentative low, and then again reverses and penetrates the low 
within a year after its formation, the intervening peak and the 
original tentative low are considered false and are disregarded. 
The same is true concerning a tentative peak and subsequent 
tentative low. If the average, after having formed a tentative 
low, reverses and makes what appears to be a tentative peak 
within the period of a year, and if neither the tentative low nor 
the tentative peak is penetrated within a year from their forma- 
tion, both peak and low are considered valid. 

Equities were assumed to have been purchased or sold at the 
average price of the month following confirmation of the turning- 
point. Since confirmation of the various peaks and lows required 
twelve months in each instance, including the month in which the 
tentative turning-point appeared, stocks were assumed to have 
been purchased or sold in the corresponding month of the year 
following the appearance of the turning-point. Therefore, a fixed 
lag of twelve months was obtained. As an example, a tentative low 
appeared in July, 1920, after the long and precipitous decline 
from the high of November, 1918. This low was confirmed at the 
end of June, 1921, as the average did not penetrate the low within 
that twelve-month period. The investor, using this as an indica- 
tion to purchase equities, bought stocks at the average price pre- 
vailing in July, 1921. 

Table 6 shows turning-points indicated by this method and re- 
sults obtained if equities had been purchased and sold as indi- 
cated by these points. Bond-market peaks occurred in April, 
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1902; September, 1905; June, 1909; May, 1911; January, 1917; 
November, 1918; September, 1922; March, 1928; and September, 
1930. Lows occurred in September, 1900 (the first in the period 
studied); November, 1903; November, 1907; August, 1910; De- 
cember, 1914; September, 1918; July, 1920; April, 1923; Septem- 


ber, 1929; and June, 1932. 


TABLE 6 


RESULTS USING EXTENT-OF-TIME-OF-REVERSAL METHOD 


(Bond Yield High and Low Points; Purchasing and Selling Dates 
for Stocks; Profits) 
























































Bonp YIELDS Stocks 
High Low Sold Purchased POINTS ON 
Dow-Jones 
INDUSTRIAL 
Dow- Dow- AVERAGE 
Jones = 
Date Bond Date Bond Date Indus- Date ndus- 
Yield Yield trial trial 
Aver- Aver- 
age age | Profit | Loss 
Sept., 1900] 4.52 Sept., 1902] 69.75].......]....... 
April, 1902] 4.29 Pe euatise. £8... Ribera 7.05 
Nov., 1903} 4.64 Nov., 1904] 68.05]....... 5.35 
Sept., 1905] 4.26 Sept., 1906] 94.70 ee 
Nov., 1907] 5.12 Nov., 1908) 85.65 “eS” een 
June, 1909] 4.47 June, z980) 83.75) fF fn wee 1.90 
Aug., 1910] 4.66 Aug., 1911} 82.20 OE pate 
May, 1011! 4.54 May, 1912] 89.05 5 ee 
Dec., 1914] 4.90 Dec., 1915] 97.00]....... 7-95 
Jan., 1917] 4.65 ——. i wee... ee! > gates 20.40 
Sept., 1918} 4.62 Sept., 1919/1708. 20]...... 31.60 
Nov., 1918] 4.31 Nov., 1919/1111. 60 ee es 
July, 1920] 6.40 July, 10921] 68.60} 43.00]....... 
Sept., 1922] 4.99 Sept., 1923] 90.75 22.15 ee 
April, 1923] 5.27 April, 1924] 91.95}....... ©. 80 
March, 1928] 4.53 March, 1929/308. 85 _ = ee 
Sept., 1929] 4.91 Sept., 1930/225.00} 83.8s5]....... 
Sept., 10930] 4.55 Sept., 1931/118.35 cisete 106.65 
June, 1932] 7.26 June, 1933] 93.80] 24.55]....... 
Dec., 10936) 4.18 Dec., 1936)179.05 + eee 
Total profit or loss — ETERS UU 
Net profit :ikueeRudder eR Rene kekeekaneasth keeeekes mates eicke DME Kence~ 
OONOIIED . 5 ns Sac ddcdedscestsvessenseonconsnneess 
Loss—long only .. . . siecle siesta wimp alah ial indice atiania tia 
Net profit—iong only ...... 











This method of timing purchases and sales of equities indicates 
profits of 362.15 points, losses of 136 points, and net profits of 
226.15 points for the investor taking only the long side of the 
market. Had both long and short positions been taken, as indi- 
cated, profits would have amounted to 524.15 and losses to 181.70 
points on the Dow-Jones industrial average. Net profit before 


commissions would have been 342.45 points. 


16 THE JOURNAL OF BUSINESS 


Profits and losses obtained for each method, for both long and 
short positions, and for long positions at the periods indicated, 
and net profits for each, are shown in Table 7. 


LIMITATIONS TO THE RELATIONSHIP BETWEEN STOCK 
AND BOND PRICES 


Wide variations in credit conditions prevailing in different pe- 
riods throughout the thirty-seven years studied seriously affected 


TABLE 7 


PROFITS AND LOSSES USING STATISTICAL METHODS TO TIME 
PURCHASES AND SALES OF COMMON STOCKS* 























Thirteen- Extent of Extent of E f 

Profit aL Month Reversal Reversal — . 

a a Moving Fixed Variable R _— 1 

Average Criterion Criterion aideenes 

Total profit (long and short)... .. 550.55 487.20 454.50 524.15 
Total loss (long and short)....... 144.25 286.95 290.05 181.70 
Net profit (long and short)...} 406.30 200.25 164.45 342.45 
Total profit (long only).......... 397.25 333-50 334-25 362.15 
Total loss (long only)............ 133.25 180.55 192.50 136.00 
Net profit (long only)....... 264.00 154.95 141.75 226.15 














* Before taxes and commissions. Profits and losses are to-aled in points of change on the Dow-Jones 
Industrial Average, which are equivalent to dollars. 
the validity of the relationship between bond and stock prices 
as a timing device for the purchase and sale of stocks. Unques- 
tionably, divergent credit conditions were also an important cause 
of the broad difference in time lag between the two indexes at 
their cyclical turning-points. Accordingly, a brief review of the 
credit conditions existing in this country since the turn of the 
century appears desirable. 

The years 1900 through 1936 may be divided into five distinct 
periods, each characterized by credit conditions which differed 
from year to year and even from month to month within each 
period, and varied widely among the periods. 

The first period, January, 1900—August, 1914, was character- 
ized by relative inelasticity of credit. The banking system as it 
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existed prior to 1914 facilitated sharp fluctuations in the rate of 
interest. During this period it was difficult for banks to meet 
temporary needs for additional currency because of the decentral- 
ization of the banking system and the delay and red tape involved 
in obtaining bank notes for circulation. Rigid legal reserve re- 
quirements were an obstacle to loan and deposit expansion at 
times of increasing business activity. Inelasticity of credit and 
decentralization of the banking system, therefore, contributed to 
the periods of excessive speculation when credit failed to contract 
and to periods of stringency and liquidation when credit did not 
expand. 

The second period, August, 1914—August, 1920, covering the 
period of the World War and its immediate aftermath, was char- 
acterized by (1) the inauguration of the Federal Reserve System, 
with its provisions for contracting and expanding credit as re- 
quired; (2) heavy gold imports, 1914-19; (3) unprecedented in- 
dustrial activity and export trade; (4) rising commodity prices; 
(5) excessive demand for loans; (6) rapidly rising money rates; 
and (7) tremendous credit expansion and contraction accom- 
panying and following the war. 

Postwar rehabilitation and great business expansion character- 
ized the third period, August, 1920—August, 1928. Three major 
factors affected money rates and credit conditions during these 
years. They were: (1) large gold imports in the first four years of 
the period, (2) a substantial decrease in money in circulation, 
and (3) the use of open-market operations by the Federal Reserve 
System to make Reserve Bank credit policy effective.’ Other fac- 
tors affecting credit conditions were: (1)unprecedented specula- 
tive interest in common stocks, particularly from 1926 through 
1928, (2) expanding industrial activity and demand for credit, 
and (3) a revived export trade. Also of importance was the fact 


5 Charles J. Collins, Barron’s, April 5, 1937, p. 3: “‘Reference is made to the 
Federal Reserve System, whose peace time commercial operations cannot be said to 
have been applied to the business cycle until the beginning of the broad up move- 
ment commencing in 1921. There are reasons for believing that this influence is the 
dominant factor in the great length which the market swings of the last two decades 
have displayed as compared with the much shorter life spans of our preceding bull 
markets.” 
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that the United States emerged from the war as the world’s 
greatest creditor nation. 

The period August, 1928—April, 1933, may be considered one 
in which the Federal Reserve attempted, through its open-market 
operations and interest-rate policy, to cope with economic phe- 
nomena which proved to be beyond its control. Characterizing 
the period were: (1) greatly increased business activity and a 
huge speculative boom, combined with a decided stiffening of 
money rates as a result of Federal Reserve action, through Oc- 
tober, 1929; (2) collapse of stock and bond values in the fall of 
1929 causing the Federal Reserve to reverse its credit policy and 
resort to a policy of easy money; (3) subsequent deep business 
depression, declining commodity prices and widespread unem- 
ployment serving to make ineffective the continued easy-money 
policy of the Federal Reserve; (4) almost complete collapse of ex- 
port trade and deepening world-wide depression; and (5) panic 
conditions, a 30 per cent decrease in bank deposits, gold-hoarding, 
and bank failures. 

The final period covered the business revival from the spring 
of 1933 through December, 1936. Reasons for the relatively stable 
credit conditions characterizing this period were: (1) the appear- 
ance of a definitely managed credit and monetary system, (2) 
reorganization of banking facilities and rehabilitation of banking 
capital with the aid of the Reconstruction Finance Corporation, 
(3) dishoarding of currency by the public with the re-establish- 
ment of financial confidence, (4) the inflow of gold from abroad 
following devaluation of the dollar and concomitant foreign po- 
litical disturbance, (5) expansion of Treasury currency in conse- 
quence of the silver-purchase program, and (6) growth of the 
federal debt and its considerable absorption into bank assets. 

The time lag between bond and stock prices at the cyclical 
turning-points was materially affected by the wide variations in 
credit conditions in each of the five credit periods. Table 8 shows 
time lag between bond and stick prices at their major peaks and 
lows for each of the five separate periods, months in which turn- 
ing-points occurred for each index, and average lags at both 
peaks and lows for each period. 
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FACTORS CAUSING TIME LAG AT TURNING-POINTS 
; By observation, the time lag of stock prices behind bond prices 
: at the cyclical peaks (the termination of bull markets) has been 
4 TABLE 8 
. TIME LAG BETWEEN MAJOR TURNING-POINTS OF BOND AND 
STOCK PRICES LOCATED BY INSPECTION* 
4 HicHs Lows 
Bonds Stocks Bonds Stocks 
4 
Index Index Lag Index Index Lag 
4 at at iv 7 at at iy an 
Month Turn- Month Turn- |*°""25| = Month Turn-| Month | Turn- oan 
ing- ing- ing- ing- 
q Point Point Point Point 
A 
4 
i January, 1900—August, 1914 
4 
: Sept., 1902] 4.52 | Sept., 1900] 55.80 ° 
b| April, 1902] 4.29 iam 1901] 77.20|—10.00} Nov., 1903} 4.64 | Nov., 1903] 43.85 ° 
Sept., 1905] 4.26 an., 1906] 98.70 4.00] Nov., 1907] 5.12 | Nov., 1907] 55.75 ° 
q my 1909] 4.47 | Oct., 1909|100.10 4.00] Aug., 1910] 4.66 | July, 1910) 77.60) —1.00 
} ay, to1r| 4.54 | June, 1011) 86.45 1.00 
4 Average 
4 reer MHQ.GBe cc cccccevclccccecdoccccescccehvooee —0.25 
! 
{ August, 1914—August, 1920 
Dec., 1914] 4.90 | Dec., 1914] 55.00 ° 
jen» 1917| 4.65 | Nov., 1916|107.90}— 2.00) Sept., 1918] 5.62 | Jan., r1org| 81.65 4.00 
Nov., 1918] 5.31 | Oct., 1919]/113.90] 11.00 
é Average 
i) is avcsbisvcuivepssenrnesss i CS Sars eee 2.00 
; August, 1920—August, 1928 
: July, 1920] 6.40 | Aug., 1921] 66.95) 13.00 
} Sept., 1922] 4.99 | March, 1923/103.90 6.00} April, 1923] 5.27 | Oct., 1923] 88.15 6.00 
Average 
: BRB acdc ccncchencseccccccosesoces Ci cncdcccacsiecsnsdisoacconsccedeseses 9.50 
August, 1928—April, 1933 
; March, 1928] 4.53 | Sept., 10929]362.35| 18.00] June, 1932] 7.26 | June, 1932] 46.85 ° 
§ 
: Average 
| he pesatabesesvescecsueoncad E.G 66 ccccnsecbecssalensessesenubsevces ° 
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* No turning-points appeared from April, 1933, through December, 1936. 


found to average 4 months during the period 1900 through 1936. 


The average lag at the cyclical low points (the termination of 


bear markets) was observed to average 2.4 months. 
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What are the factors causing this lag of stock prices behind 
bond prices at their cyclical peaks and lows (at the termination 
of bull and bear markets in stocks and bonds)? To what extent 
may they be expected to prevail in the future, under existing 
monetary and credit control? 

The broader movements of both bond and stock prices are 
caused by two factors: (1) changes in business profits and (2) 
changes in interest rates. 

The major swings in stock prices largely represent changes in 
the market’s estimate of future dividend payments and changes 
in the rate of discount by which these estimated future dividends 
are reduced to a present worth. A considerable element of risk 
is introduced into stock prices by the possibility of changes in 
the earnings behind a stock. On the other hand, changes in bond 
prices are principally the effect of changes in long-term interest 
rates, and, in addition, a certain variation of risk, which is found 
even in bonds of very high grade. Bond yields used in this study 
represent the average yield for a group of high-grade corporate 
bonds. The risk factor, therefore, is somewhat greater than for 
government and high-grade municipal obligations, but is con- 
siderably less than that for low-grade, semi-speculative bonds. 

Constant price competition exists between bonds and short-term 
paper. Bank funds may be invested in either, and comparisons 
between yields obtainable from the two types of securities are 
constantly being made. Bonds and short-term paper have im- 
portant points of difference, however, since short-term rates do 
not always behave the same as long-term rates. The risks in- 
herent in bonds are virtually nonexistent in time-money loans 
or other short-term paper. 

Changes in interest rates play an important part in determining 
the prices of stocks as well as bonds. Rising bond prices may 
tend to divert some funds into investment stocks, while rising 
stock prices may cause investment institutions and conservative 
investors to switch out of stocks into bonds. 

The risk element in both types of securities varies, but in an 
unequal degree, with changes in corporate earnings. Stocks are 
much more sensitive to fluctuating corporate earnings than are 
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bonds; expanding business activity may affect stock prices favor- 
ably, while bond values may be influenced adversely as improve- 
ment in business conditions tends to raise interest rates and bond 
yields. The very business expansion which is building up com- 
mon-stock values normally will be increasing the demand for 
commercial loans, with the result that interest rates rise and op- 
portunities for attractive placement of money may cause liquida- 
tion and lower prices for high-grade bonds. 

Interest rates are of greater relative importance to bond prices 
than to stock values. Since interest rates generally start to rise 
sometime before the end of a bull market in stocks, the peak of 
the cyclical price movement of bonds necessarily is reached sev- 
eral months prior to the termination of the cyclical upswing in 
stocks. Ordinarily it is not until the end, or very nearly the end, 
of a bear market in stocks that interest rates begin to decline. 
Bond values, therefore, tend to reach the low point of their cycli- 
cal downswing several months prior to, or at the same time as, 
the cyclical low point in stocks. 

The United States is at this time in an era of managed money. 
Apparently the capitalistic system is subject to self-generating 
business cycles, and also to price cycles. Growing knowledge of 
business cycles, in so far as they are caused by monetary and 
credit conditions, and preventable by monetary and credit con- 
trol, may induce action by the Federal Reserve System to reduce 
the quantity of bank credit currency by artificial means when 
credit expansion no longer appears desirable, and to attempt 
credit expansion by lowering reserve requirements and by open- 
market operations when this is deemed necessary. As an ex- 
ample, increased reserve requirements in the autumn of 1936 and 
the spring of 1937 reduced the amount of excess reserves available 
and contributed to the severe decline in bond values experienced 
in the first and second quarters of 1937. Reduced reserve require- 
ments in the spring of 1938 implemented necessary credit ex- 
pansion. 

To the extent to which business cycles are caused by monetary 
and credit conditions, managed expansion or contraction of credit 
should exert a profound effect on the business cycle and should 
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be of primary importance in cushioning cyclical depressions and 
in leveling off cyclical peaks. However, the true value of credit 
and monetary control is apparently entirely dependent upon the 
timing of expansion and contraction of credit and the ability of 
those individuals responsible for the management of money and 
credit to gauge with unusual accuracy the exact degree of credit 
expansion or contraction necessary for the stabilization of busi- 
ness and prices at a level which will be correlated, over the longer 
term, with our national growth and monetary and credit re- 
quirements. 

Conditions arising under managed control of money and credit 
could operate to alter seriously the time lag between bond and 
stock prices at their cyclical turning-points. These conditions 
might be (1) higher interest rates brought about partly by in- 
creased natural industrial demand for credit, based on expanding 
business, and, primarily, by artificial restriction of credit through 
governmental control; and (2) rising stock prices predicated upon 
increasing business profits. Thus credit control, or managed 
money, could conceivably operate to check a rise in bond prices 
from one to three or more years before normal business expansion 
and a concomitant rise in business profits and equity values had 
terminated. 

Assuming that monetary and credit control will prevail for 
some time to come, it seems difficult to determine with certainty 
the extent to which factors responsible for the time lag between 
bond and stock prices at their cyclical peaks and lows will be 
operative in the future. There is considerable basis for believing, 
however, that these factors may be of only slightly less importance 
than they have been in the past.® 

6 This paper was first drafted in June, 1937. A sharp decline in bond prices had 
occurred in the first five months of 1937, caused primarily by the psychological 
effect and direct impact of increased reserve requirements, and, secondarily, by 
some increase in industrial demand for credit. Business activity and volume of 
industrial production, nevertheless, continued to expand. The writer, therefore, 
concluded that managed monetary and credit control might operate to check a 
rise in bond prices while business activity and profits, and stock values, continued 


to rise. 
The almost unprecedented decline in business activity and stock prices during 
the autumn and winter of 1937 seriously limits the validity of this conclusion and 
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SUMMARY AND CONCLUSION 


It has been the purpose of this study to determine the effective- 
ness of the bond market as a timing device for the purchase and 
sale of common stocks for the profitable exploitation of the major 
cyclical fluctuations in stock prices, and to determine, and ex- 
amine the cause of, the time lag between bond and stock prices 
at their cyclical turning-points. 

The conclusions arrived at as a result of this study are: 

1. The major cyclical movements of the stock market since 
1900 could have been exploited profitably through a knowledge 
of the relationship of high-grade bond prices to stock prices by 
use of any one of the four statistical methods considered here as a 
means of timing the purchase and sale of common stocks. 

2. A time lag between the turning-points of bond and stock 
prices exists, and the factors causing this lag have been operative 
at all times since 1900, except in periods dominated by such 
powerful influences as war or extreme credit inflation or deflation. 

That such major cyclical movements of the stock market as 
may occur in the future can be exploited profitably by application 
of statistical methods similar to those employed in this study, 
based on the relationship of high-grade bond prices to stock prices, 
is unpredictable. Certainly, this will depend to a considerable de- 
gree upon the extent to which monetary control alters the rela- 
tionship heretofore prevailing between bond and stock prices. 


indicates that the action of the bond market may be of considerable significance as 
a timing device for the purchase and sale of stocks under present conditions of 
monetary and credit control. 








CHAIN, VOLUNTARY CHAIN, AND INDEPENDENT 
GROCERY STORE PRICES, 1938 


CHARLES F. PHILLIPS’ 


N THE April, 1935, issue of the Journal of Business the 
writer reported a survey of grocery prices asked by the 
chain, voluntary chain, and independent stores of five towns 

in central New York State.? The prices reported were gathered 
by visits to each store, the visits having been made early in Oc- 
tober, 1930, and again in October, 1934. The general conclusion 
of that report was stated as follows: 

The chain grocery stores in small towns, as well as in city areas, are ap- 
parently still giving a substantial saving on branded goods as compared 
with both the voluntary chain and the independent grocer. While the 1930 
advantage of 12.82 per cent over the independent has been somewhat 
reduced to 10.02 per cent, the remaining advantage is significant. The 
voluntary chain, on the other hand, has increased its advantage as com- 
pared with both the chain and the independent; but its saving over the 
latter of 3.63 per cent is still far from meeting chain store competition on a 
price basis. 


In a three-day period of October, 1938, the writer again visited 
the grocery stores of these same five towns and obtained prices 
on practically the same list of items as was used in the earlier 
two studies.2 The method of handling the prices in this last 
study is identical with that of the previous studies and, as this 
was explained in the earlier report, it need not be repeated. Table 
I presents an analysis of the prices gathered. 

This table shows that the chain is still underselling the inde- 
pendent grocer on the items compared. This is evident from the 
facts that (1) the chain’s average price for the fifty-two items is 


t Dr. Phillips is an assistant professor in economics at Colgate University. 

2“Chain, Voluntary Chain, and Independent Grocery Store Prices, 1930 and 
1934,” op. cit., VIII, No. 2 (1935), 143-49- 

3 Only two changes were made in the list of fifty-two items—New or Mild Dairy 
Cheese was substituted for Old Dairy Cheese, and Chase & Sanborn coffee was 
substituted for White House coffee. 
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TABLE 1 
INDEPENDENT, VOLUNTARY CHAIN, AND CHAIN GROCERY 


STORE PRICES, OCTOBER, 1938 





















Beans, Campbel 


Catsup, Beechnut 


Cereal, Wheatena 
Chips, Lux 
Chacolate, Baker’s. . 
Cleaner, Bab-O 


Cc leaner, Bon Ami 


Cocoa, Baker's. . 


Compound (bulk) 

Crisco 

Flour, Pillsbury’s s 
cake. . 

Gelatin, Knox (plain) 

Gum, Beechnut 


ee sameaad 
PERS « coovecs 


Postum, Instant. . 
Salt, lodized. . it 
Soap, Ivory......... 
Soap, Lifebuoy . . 


Soap, Octagon. . 
Soap, Palmolive 


Soap, Skat. . 
Sugar, XXXX.... 
Tapioca, Minute. . 


Total...... 











NuMBER OF AVERAGE PRICE PERCENTAGE 
QUOTATIONS in Cents (MEAN) SAVED IN 
; , Volun- — 
Item Unit Ind - > = In d le ve Chain| a a —y 
— "| tary = i tary over Inde- 
Chain Chain Inde- | pendent 
pendent 
(1) (2) (3) (4) (s) (6) (7) (8) (9) 
Baki « Powder, Davis. . .|12 oz. 12 8 1s 15.93] 15.38] 15.00 3.45 5.84 
Bakiug Powder, Royal 6 oz. 6 4 14 20.00] 19.50] 18.71 2.50 6.45 
1 Can II 8 15 8.47] 7 7.52 9.21 11.22 
Candy, Hershey (plain) Small 8 7 15 4.18] 4.76] 3.33)/—-13 20.33 
Large 5 6 8 21.8 | 21.67] 19.00 ©. 60) 12.84 
Cereal, Cream of Wheat. .|28 oz. 12 8 1s 24.41] 24.00] 22.80 1.68 6.60 
Cereal, Grape Nuts... .. . a 9 8 15 18.33) 20.15] 18.00]— 9.93 1.80 
Cereal, Kellogg’s All Bran|Large 8 8 15 21.75] 22.50] 21.00]/— 3.45 3-45 
Cereal, Kellogg’s Corn 
es wey; 3 12 8 15 8.12] 7.70] 7.11 4.06 12.44 
Cereal, Post Toasties seas 7 6 1s 7.69] 7.67] 6.93 ©. 26 9.88 
Cereal, Puffed Rice.....]........ 10 7 15 12.20] 11.86] 11.00 2.79 9.84 
Cereal, Puffed Wheat 12 7 1s 10.29] 10.07] 8.93 2.14 13.22 
Cereal, Shredded Wheat 12 8 15 12.08] 12.44] 11.70)/— 2.98 3.15 
f ...]22 02, 8 8 15 24.12] 24.50] 23.00)/— 1.58 4.64 
Cheese, Mild Dairy. . 1b 10 8 14 20.40} 23.75] 19.86|—16.42 2.65 
Small 9 4 15 9.88) 10.00} 9.83|/— 1.21 °.51 
3 Ib Ir 8 15 18.36) 18.25] 17.66 ©. 60) 3.31 
Cigarettes, Lucky Strike .}20’s 12 7 15 12.58) 12.64] 12.10|/— 0.48 3.82 
: Can 10 8 15 12.75) 12.78] 12.38)/— 0.24 2.90 
Cake 8 7 15 11.18) 11.50] 10.80)— 2.86 3.40 
Cleaner, Old Dutch... ../Can 10 8 1s 8.23} 8.08] 7.58 1.82 7.90 
-| 4 Ib. 10 8 15 10.50} 9.88] 9.57 5.90 8.86 
Cocoanut, Baker’s Moist } Ib 8 6 1s 11.12] 11.33] 10.00/— 1.89 10.07 
Coffee, Chase & Sanborn t Ib. 12 8 15 26.25] 26.13] 25.40 °. 46) 3.24 
Coffee, Maxwell House. .| 1 Ib. 9 8 15 30.33] 30.50] 28.13/— 0.56 7.25 
ree 1 lb. 5 6 15 12.10] 12.67] 11.43]— 4.71 5.54 
Corn Syrup, Karo Blue 
Label. . ... {1} Ib. 8 7 1s 16.50] 17.86) 15.17|)— 8.24 8.06 
1 lb. 11 8 15 21.09] 21.25] 19.23|)— 0.76 8.82 
24} Ib. 10 5 15 92.60] 95.49] 90.07/— 3.02 2.73 
Flour, Pillsbury’s Pan- 
eveees .+ +] 34 Ib. 10 7 1s | 26.30] 25.43] 24.47] 3.31 6.96 
K ( No. 3 7 7 15 21.71] 21.71] 19.13 ©.00 11.88 
Grape Juice, Welch’s... .|Pint 4 3 7 24.00} 26.67] 24.28)/—11.13])— 1.17 
5 sticks 9 8 15 4.44] 4.58] 3.33]— 3.15] 25.00 
kg. 11 7 15 5.74) 5.81) 5§.29]/— 1.22 7.84 
1 lb. 7 7 15 12.21] 11.57] 10.27 5.24 15.89 
Mayonnaise, Blue Ribbon} 8 oz. 9 7 14 18.22] 18.14] 19.35 ©.44/— 6.20 
Milk, Borden’s Condensed|14 oz. 3 4 13 20.66] 19.00] 19.92 8.03 3.58 
Mustard, French’s. .. . oz. 5 3 15 14.10} 13.67] 13.00 3.05 7.80 
Oil, Wesson’s.......... Pint 5 8 1s 27.60] 28.25) 25.13|)— 2.36 8.05 
Sees -| lb 10 8 15 10.85] 11.00] 10.00}— 1.38 7.83 
Pineapple, Del Monte. tlb., 1402. 6 3 8 23.83) 25.67) 20.75|— 7.72 12.92 
: 4 OZ. 9 5 14 26.44] 28.00] 25.57|/— 5.90) 3.29 
2 Ib. II 8 15 9.82} 9.00] 9.10} 8.35 7.33 
.|Medium 12 7 15 6.26} 6.00] 5.66 4.15 9.58 
Cake 11 8 15 6.79} 6.94) 6.43/— 2.21 5.30 
‘Large 11 8 15 4.98] 4.90] 4.67 1.61 6.22 
ake 12 8 1s 6.51} 6.77] 6.131— 3.99 5.84 
Soap, Proctor & Gamble .|Cake 12 8 15 4-54) 4.62] 3.85i— 1.54 15.20 
12 oz. 6 2 15 11.16] 10.00) 9.57] 10.390 14.25 
Soup, Campbell’s Tomato Can 12 8 15 8.91] 8.60] 7.44 3.48 16.50 
r lb. 12 8 15 8.50] 7.83 17} 7.88) 15.65 
8 oz. 10 8 15 13.05} 12.81) 11.87 1.84 9.04 
needa t 489 357 2 an SS —19.57| 410.74 
RPE EE Ree See SEES SE EK Qa 
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7.9 per cent below that of the independent’s average price and 
(2) the independent’s price was above that of the chain on fifty 
of the fifty-two items. It also shows that the chain is definitely 
underselling the voluntary chain—and this is the surprising thing 
—to a greater degree than it is the independent grocer. Whereas 
the chain offered a saving of 7.9 per cent as compared with the 
independent grocer, the prices of the voluntary chain averaged 
0.38 per cent in excess of those of the independent. On the fifty- 
two items compared the independent undersold the voluntary 
chain on twenty-six. In contrast, the chain undersold the vol- 
untary chain on all but three. 

The main results of Table 1 are of greater interest when they 
are compared with those for 1930 and 1934. This is done in 
Table 2. 

TABLE 2 


PERCENTAGE SAVED IN VOLUNTARY CHAIN AND IN CHAIN 
AS COMPARED TO INDEPENDENT GROCER 
1930, 1934, AND 1938 


Date Voluntary Chain Chain 
RET POEL O PT oe 3.11 12.82 
Ne rawmiweakancan 3.63 10.02 
I NN ca cwitcsenscauny —o.38 7.90 


It is clear that during the period from 1930 to 1938 the inde- 
pendent has steadily reduced the price advantage of the chain 
store, at least on the items covered in these studies. In contrast 
to the chain’s saving (as compared to the independent) of 12.82 
per cent in October, 1930, four years later this had decreased to 
10.02 per cent and in October, 1938, stood at 7.9 per cent. More- 
over, the independent has also improved as compared to the vol- 
untary chain. As has been already mentioned, in this regard the 
independent’s improvement has been so rapid that in the most 
recent study the voluntary chain’s average price is in excess of 
that of the independent. This is in marked contrast to both the 
1930 and the 1934 studies in which the voluntary chain was 
somewhat underselling the independent merchant. 

The analysis of Table 3 throws still more light on the 1930, 
1934, and 1938 changes. In 1930 both the voluntary chain’s and 
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the independent’s prices on all fifty-two items were above those 
charged by the chain. By 1934 the voluntary chain was selling 
3.84 per cent of the items at the average chain price and 9.61 
per cent at less than the chain average, while the independent 
met chain prices on 1.92 per cent of the items and bettered the 
chain’s price for 9.61 per cent. The 1938 study shows a definite 
trend back toward the 1930 results. The voluntary chain is sell- 
ing but 5.77 per cent of the items for less than the chain, and the 
independent but 3.85 per cent. Although the chain’s price ad- 
vantage is decreasing, it is still being spread over all of its items 
rather than being concentrated on a few “leaders.” 


TABLE 3 


PERCENTAGE OF 52 ITEMS SOLD BY VOLUNTARY CHAIN AND INDEPENDENT 
STORE AT PRICES ABOVE, EQUAL TO, OR BELOW, CHAIN- 
STORE PRICES, 1930, 1934, AND 1938 














VoLunTaRY CHAIN INDEPENDENT 
Irems Pricep— 
1930 1934 1938 1930 1934 1938 
Above chain average......... too «| 86.53 | 94.23 100 | 88.46 | 96.15 
Equal to chain average.......]....... “Eh CRieaNg: Nore PS) ree 
Below chain average.........]....... 9.61 Se Beaaihehi 9.61 | 3.85 























Finally, Table 4 is of interest in that it compares the shift in 
chain-price advantage in specific groups of items. It will be noted 
that, compared with 1934, the chain-price advantage has de- 
creased in each of the five groups. As might be expected from the 
preceding discussion, the independent grocer has been so success- 
ful in lowering his prices (relatively) that he has converted the 
voluntary chain’s 1934 price advantage in four groups into a dis- 
advantage and significantly reduced the voluntary chain’s ad- 
vantage in the remaining group. 

It may be well to point out that certain valid objections may 
be raised as to the significance of studies of this type. It may be 
said that the items on which prices are compared are not suffi- 
ciently representative of the stock of a grocery store to justify 
the conclusion that the chain is underselling the independent. 
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TABLE 4 


VOLUNTARY CHAIN AND CHAIN PERCENTAGE SAVINGS OVER 
INDEPENDENT IN SPECIFIC GROUPS OF ITEMS 
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Bulk goods, private brands, and fruits and vegetables—to men- 
tion but a few—are quite neglected in such a study. Accordingly, 
conclusions from this study apply largely to packaged, well-known 
grocery items. As a matter of fact, it may well be that through 
private brands both chain and voluntary chain are considerably 
underselling the independent on comparable quality merchandise. 
Absence of quality standards or funds to conduct quality-price 
investigations makes it difficult to compare such products. 



































VoLUNTARY CHAIN CHAIN 
Grovurs 

1930 1934 1938 1930 1934 1938 
ON in wis encores ances 1.95 | 5.16 | —2.25] 6.85 | 6.73] 4.29 
9 breakfast foods............ 4.96 | 2.81 | —o.78} 11.01 | 8.15 | 7.22 
SE ee er 1.10 | 5.02 | —0.43] 12.09 | 12.03 | 4.73 

8 products used in preparation 
RN ee See ©.61 5.17 1.30} 10.16 | 8.55 7.23 
5 soaps (excluding Skat)...... 2.74 | 0.35 | —0©.40] 17.45 | 10.07] 8.43 





pound, Wesson’s Oil. 


* Royal and Davis Baking Powder, Crisco, Pillsbury’s Flour, lard, Borden’s Eagle Milk, Com- 


A second problem connected with this type of price study is 
the difficulty of being sure that all the prices obtained are the 
same as those paid by the real consumer. It may be that the 
storekeeper, if he has some idea that the study might show his 
type of operation in an unfavorable light, may shade his prices 
a bit. As regards this point, the writer had the impression that 
such price-shading was done by some of the storekeepers with 
whom he talked. In the majority of cases, especially in chain 
and voluntary chain stores, prices could be taken from or checked 
against price tickets on the shelves. Whenever possible this was 
done. In several stores such price tickets were absent, and this 
left the investigator somewhat at the mercy of the storekeeper. 
However, it seems doubtful if the prices obtained vary to any 
important degree from actual prices. 
Finally, the voluntary chain and the independent store tend to 
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extend more credit and delivery service than does the chain store. 
Unless this is held in mind, the results of a study of this kind 
may be misinterpreted. As a matter of fact, every voluntary 
chain and independent store visited, with the single exception of 
one independent, gave both of these services. This, however, is 
no longer as serious a criticism as formerly, as a large number of 
the chain stores visited also extended some credit and delivery 
service—although some of this service is given by the manager 
rather than sponsored by the chain’s headquarters. In spite of 
this, it still remains true that part of the chain’s saving—perhaps 
as much as half of it—is a result of the performance of fewer 
services. 

After recognizing the validity of the aforementioned possible 
criticisms, it seems a fair statement that on well-known, pack- 
aged-branded grocery items the chain grocer is underselling both 
independent and voluntary chain stores. But the independent 
certainly has improved his price position in these items very re- 
markably since 1930. In fact, this improvement has been so sig- 
nificant that, unless the independent grocer is willing to abandon 
credit and delivery service, it seems doubtful if the spread between 
independent and chain prices will decrease much more in the 
future. 








CRITICISMS OF THE NATIONAL LABOR 
RELATIONS ACT" 


ORME W. PHELPS AND JOHN E. JEUCK’ 


RESENT indications are that the National Labor Relations 

Act will come up for amendment during the 1939 session of 

Congress. Certain members of Congress have expressed 
themselves as favoring changes in the present law, and the Presi- 
dent has publicly stated that the Act is not perfect. 

The passage of the Act in 1935 occasioned much speculation as 
to the desirability of such legislation. Employers were almost uni- 
versally antagonistic. Organized labor at the time was as uniform- 
ly pleased. The decision of the Supreme Court in 1937 in the Jones 
and Laughlin’ case came as a disappointment to industrialists. 
By this time, also, a major section of organized labor in America 
was not satisfied with the law. The American Federation of Labor 
realized too late that such legislation constituted a double-edged 
weapon. The rise of the Congress of Industrial Organizations was 
facilitated by the guaranty of the right of workers to self- 
organization. 

No other single piece of labor legislation in this country has 
precipitated so much criticism as has the National Labor Rela- 
tions Act. Against the background of vested interests and emo- 
tional outbursts of representatives of these interests there stand 
out certain criticisms of the Act which merit serious considera- 
tion. The nature of the legislative process in a democracy is such 
that major Congressional enactments are frequently the results of 
the sentiments of strong-pressure groups. In the present instance 
both the industrialists and the American Federation of Labor have 
programs of amendment. The Congress of Industrial Organiza- 
tions is essentially satisfied. The result of legislative considera- 


* 49 Stat. 449. 
2 Mr. Phelps and Mr. Jeuck are fellows in the School of Business in the Uni- 


versity of Chicago. 
357 Sup. Ct. 615 (1937). 
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tion of the problem will be strongly affected by the proposals of 
such important bodies as employers’ associations and the Ameri- 
can Federation of Labor. On the points on which these groups are 
agreed amendment is highly probable. On the points of difference 
the result depends upon the balance of interests finally achieved. 

It becomes apparent in the following discussion that certain 
changes are desired both by the American Federation of Labor 
and by employers. The direction of change proposed and the 
reasons for desiring amendment differ in some cases. 

It is the purpose of this paper to examine, in the light of de- 
sirable social policy, the criticisms set forth by the representatives 
of employers and that part of the labor movement represented by 
the American Federation of Labor. 


EMPLOYER CRITICISMS OF THE NATIONAL LABOR 
RELATIONS ACT* 

Criticisms of the National Labor Relations Act by employers 
fall into two general classifications—indictments of the Act and 
indictments of the Labor Board created by the Act. In the follow- 
ing discussion individual complaints have been grouped into cer- 
tain categories and examined to discover the degree of validity 
which they may possess. 

In the first place, employers have stated that the Act as 
formulated is based on erroneous assumptions. It assumes a fun- 
damental conflict of interests as between management and labor. 
This assumption is tacit in the institution of unionism as it has 
developed. In the long run, however, the nature of the productive 
process in a free contract system is such that the interests of 
management and labor are closely bound up with the fate of all 
the factors of production. The criticism that the Act assumes this 
conflict is therefore valid in so far as a change in the Act is con- 
cerned, but regarding the immediate problems which arise in the 
administration of the law it is of less importance. 

Criticism of a second assumption on which the Act is based is, 

4From sources assumed reasonably to represent employer opinion, namely, 
published and unpublished material of the National Manufacturers’ Association, the 


National Metal Trades Association, the United States Chamber of Commerce, and 
the Chicago Chamber of Commerce. 
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however, relevant and important. Industrialists maintain that 
the Act falsely assumes that union development under govern- 
ment patronage will remove industrial strife and unrest and will 
eliminate obstructions to commerce arising therefrom. The fo- 
menting of a strike is a practice of organized labor, and the strike 
is a strategic weapon. The problem of general stoppage of work 
through strikes is rarely found in unorganized situations. To 
some extent, therefore, criticism of the stated assumption is 
warranted. However, organization strikes and strikes for recog- 
nition rank high in the list of the most vicious upheavals, and 
actual acceptance by employers of the workers’ right to organize 
would be important in eliminating the recognition type of strike. 
The importance of removing the occasion for strikes of this type 
must be recognized. 

In the second place, the Act has been severely criticized by 
employers on the ground that it discriminates against them. 
Necessarily an act designed to eliminate an evil discriminates 
against those who practice the proscribed action. It is difficult to 
conceive of any legislation of such character which would not be 
prejudicial. Whether or not the Act is unduly prejudicial is an- 
other matter. 

A more specific criticism of the Act states that it provides no 
opportunities for employers to file complaints or to request cer- 
tification of representatives. It is difficult to understand why this 
objection should not be sustained. The purpose of the Act is to 
insure to employees the right of self-organization. In so far as 
employers’ rights must be limited to effectuate this policy the Act 
must be prejudicial. But to extend to employers the privilege of 
taking initial action in approaching the Labor Board in certain 
instances does not jeopardize employee rights under the Act. 
Rather it may serve to avoid certain of the malpractices which 
have occurred and act as a further protection to employees 
against the practices of unscrupulous agitators. In reply to the 
argument that such a privilege would give employers a strategic 
advantage, it appears necessary only to point out that the 
Board’s power of investigation makes possible the discovery of 
any attempts on the part of employers to abuse the privilege. 
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In commenting on the prejudicial character of the Act em- 
ployers have observed that it prohibits only employer coercion; 
that it provides no penalties for the excesses of labor organiza- 
tions. The stated function of the Act is to guarantee to workers 
the rights of self-organization and collective bargaining. To 
saddle the Board with the responsibility for disciplining labor 
organizations would serve only to multiply the problems of ad- 
ministration already existing. On the other hand, if employees 
are to be protected in their right of self-organization they must be 
protected from flagrant and vicious forms of coercion from any 
source. Persuasion must be distinguished from coercion. The la- 
bor organization that initiates a complaint must come before the 
Board with “clean hands.’’ Some change in the Act is necessary 
to prohibit coercion by other than employer groups. The writers 
are not unaware of the administrative problem involved, but the 
mere inclusion of such a prohibition would exert some moral force 
on labor leaders just as the restriction on employers has exerted 
more influence than is indicated in the number of cases of viola- 
tion which have come before the Board. Such a provision also 
would have a salutary effect upon the administrative action of the 
Board by encouraging a more objective point of view in the con- 
sideration of its cases. 

In the third place, one finds a number of criticisms of the Labor 
Act under the heading of “interference with employees’ rights.’’s 
It is maintained that the closed-shop proviso in Section 8(3) 
is discriminatory against nonunion employees. There is no 
doubt that a reading of Section 8(3) would indicate that were 
it not for the proviso the closed shop would be illegal under the 
Act. The closed shop is essentially a means of discriminating 
against nonunion workers. The economic implications of the 
closed shop are primarily monopolistic in character, and its per- 
petuation is not desirable in a society avowedly dedicated to a 
free contract, competitive economy. In the past the closed shop 
was justified by organized labor as a necessary stratagem without 
which employers’ discrimination would weaken, if not militate 


5 Labor Relations Act in Operation (Washington, D.C.: Chamber of Commerce 
of the United States, February, 1938), p. 10. 
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against, union organization. In view of the right of voluntary or- 
ganization guaranteed by the Act and its vigorous administration 
by the Board it does not appear desirable that the proviso in 
Section 8(3) be retained. 

In the fourth place, employer spokesmen have been bitter in 
their denunciation of Section 8(2) which, they say, has the effect 
of virtually outlawing industrial council plans and, in most cases, 
makes practically impossible the survival of independent unions. 
The wording of this section is stringent and the administration 
has been no less unyielding. While the early history of company 
unions was not one of remarkable tolerance of employees’ right to 
organize without company assistance, nevertheless there is a place 
for employee-representation plans. Essentially the employer- 
employee relationship should be one of co-operation. Wherever it 
is possible to develop a system of industrial relations which 
encourages such co-operation, it is not the function of a demo- 
cratic state to make impossible such an achievement. The Act 
provides adequately for the rights of employees and it seems 
unnecessary arbitrarily to limit them in their choice of representa- 
tion to groups affiliated with organized labor. To guarantee cer- 
tain fundamental rights to workers is admirable, but to enforce 
laws which, in effect, obviously limit the range of choice of work- 
ers to particular groups is to extend the governmental function 
beyond the limits of democratic principles. The limitations on 
employer action are unnecessarily severe. Employees should have 
the right of seeking their employer’s counsel, and employers 
should have the privilege of expressing their opinions in the mat- 
ter of employer-employee relations. It is equitable that an em- 
ployer should not dominate either in the formation or administra- 
tion of any labor organization; but employer support, financial or 
otherwise, should be a matter of employee choice, subject to in- 
vestigation by the Board upon complaint that the support reaches 
such proportions as to amount to domination. Employer support 
does not apriori imply domination. 

In the fifth place, the spokesmen of industrialists have objected 
to the Act on the grounds that it fails to insure that the right to 
work is as fully safeguarded as the right to strike. No doubt this 
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criticism refers to Section 13 of the Act which states that “nothing 
in this Act shall be construed so as to interfere with or impede or 
diminish in any way the right to strike.”’ This provision is neither 
new nor discriminatory. The right to work is a fundamental as- 
sumption of the Act. Section 13 merely makes clear that in pre- 
scribing the rights of employees it was not the intention of the 
framers of the Act to interfere with their already established right 
to strike. 

In the sixth place, employers object to the doctrine of “ma- 
jority rule,” to the policy of Board determination of the appro- 
priate bargaining unit, and to the lack of procedural requirements 
embodied in the law. They are supported in these criticisms, al- 
though not for the same reasons, by the American Federation of 
Labor. The arguments of both groups are summarized in the 
third section of the present discussion. 

In addition to the complaints outlined, employers have been 
critical of the Board and its administration of the Act. All their 
objections relate to the alleged prejudicial character of the ad- 
ministration of the law. All but one are concerned with the an- 
tagonistic, prejudicial attitude of the Labor Board, or its agents, 
toward employers. In practically all instances criticisms have 
been based upon a single case or, at most, a few cases. Considering 
the number of cases heard, it is obvious that generalization upon 
the basis of one or even a few cases is inadvisable. Of the thou- 
sands of complaints filed under the Act only 5 per cent have come 
to a trial hearing. It is apparent from the nature of the law that 
the vast majority of these cases must be decided in favor of the 
employees, whom the Act seeks to protect. 

A substantial number of cases have, however, been cited in sup- 
port of the criticism that the Act, particularly Section 8(3), has 
been so administered as to interfere with legitimate management 
functions. It is true that the right of hire and discharge is and 
should be a prerogative of management so long as it does not 
infringe upon the legitimate rights of workers. The Board has 
carried out the policy of this section of the Act, although perhaps 
with undue stringency. 

It is the opinion of the writers that the Board has administered 
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the law substantially as enacted, and if remedies are to be found 
they must come through the application of remedial measures to 
the Act itself rather than through criticism of the body charged 
with the administration of the law. 


EMPLOYEE CRITICISMS OF THE NATIONAL LABOR 
RELATIONS ACT 

Some of the most violent criticisms of the National Labor Rela- 
tions Act and the National Labor Relations Board have come 
from employee representatives—from labor. Coupled with the 
known opposition of businessmen to certain features of the law, 
the workers’ denunciation of its administration and phraseology 
is of political and social significance. It would seem reasonable, 
therefore, as a prelude to examination of employee arguments for 
revision, to consider for whom the various critics speak and how 
representative of labor in general are their remarks. 

Labor’s criticisms of the Wagner Act have come practically in 
their entirety from the American Federation of Labor. The Con- 
gress of Industrial Organizations is on record as opposing any 
change in the law or its administration.® C.I.0. leaders did at one 
time express dissatisfaction with the results of some Board deci- 
sions,’ but the comments were not repeated and were later over- 
turned by emphatic reiteration of support and approval. Unor- 
ganized labor has not commented publicly upon the Act. In the 
nature of things it would not be expected to. Individual workmen 
do not own newspapers, do not write for publication, and their 
comments, being private and exceptional, are not regarded as 
news. In certain instances employer organizations have requested 
reforms in the law which would protect the unorganized work- 
man, but they have not indicated that the protest originated with 
the men. No attempt has been made to canvass unorganized 
workmen regarding their attitudes toward the law. In the ab- 
sence of data the question must be left open, but attention is 
called to the size of the group and its economic and political po- 
tentialities should investigation reveal a pronounced opinion one 
way or the other. Representing the millions who work for wages 


®CJ.O. News, September 24, 1938. 7 New York Times, October 14, 1937. 
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in the United States there is left an articulate group of officials of 
the American Federation of Labor who present “labor’s” de- 
mands for revision of the Wagner Act. 

Editorials in the American Federationist often fail to make a 
distinction between the American Federation of Labor and “la- 
bor.’’® At its Houston Convention, in October, 1938, the Ameri- 
can Federation of Labor reported a membership of 3,623,087.° 
The Congress of Industrial Organizations, emerging as a de jure 
labor organization in Pittsburgh the same month, claimed 4,037,- 
877.'° Outside of both are the powerful railway brotherhoods, the 
United Ladies Garment Workers Union, and other independent 
organizations. Since trade-union membership has a propaganda 
value in itself for the union, claimed enrolment figures are re- 
garded skeptically by outsiders. In particular, the Congress of 
Industrial Organizations has been ridiculed for its published sta- 
tistics—a point of view to be expected from its controversial 
origin and the strength of its opposition in employer and labor 
circles. The American Federation of Labor is longer established, 
more cautious, and less feared. Its voting membership is based on 
paid taxes, unquestionably an influence toward conservatism. Its 
figures, as a result, are more creditably received. If the American 
Federation of Labor is taken as representing 50 per cent of organ- 
ized labor, a wide margin of allowance is left for padding C.I.O. 
membership figures. When it is recalled that, roughly, only 18-20 
per cent of American workers are organized, even at the present 
claimed high point in unionization, the limited character of the 
Federation’s representation is apparent. 

The American Federation of Labor speaks directly for not more 
than 10 per cent of the wage workers of the United States. As a 
public and political force its influence is much greater than the 
figures indicate, owing to its highly developed organization, its 
powerful lobbies, its extensive publications, and its position as a 
major institution in the country. Its membership is seldom in 
unanimous agreement on any matter of policy, and the attitude 

8 American Federationist, August, September, and October, 1938, passim. 

9 Proceedings, 58th Annual Convention, A.F. of L. (1938), p. 59. 
°C.JI.0. News, November 14, 1938. 
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toward the National Labor Relations Act is no exception. Opposi- 
tion to action suggested by Mr. Green, Mr. Frey, and Mr. Pad- 
way at the Houston Convention was raised by Delegate Gross- 
man of the American Federation of Teachers." On the other 
hand, the critical resolutions were indorsed unanimously and 
probably represent with considerable accuracy the feelings of 
members at large. 

The American Federation of Labor is disappointed in the Act 
and seeks important changes, both in text and in administration. 
The Congress of Industrial Organizations is thoroughly satisfied 
with the law. The railway brotherhoods, excepted from the Act, 
and other independent unions, have been noncommittal. Unor- 
ganized labor has not been sounded. Recognition of these major 
positions is important to an understanding of the demands for 
reform. 

In the first place, most of the Federation’s criticisms of the Act 
spring from the application of Section 9(b), which has greatly 
assisted the Congress of Industrial Organizations in its organizing 
campaign. In protesting the administration of that section of the 
law, the Federation implies a dissatisfaction with the “majority- 
rule” provision. In addition, procedural reforms are advocated. 
These three points of difference have been raised by employers 
also and examination of them is therefore deferred. 

In the second place, next to its alleged propensity for encourag- 
ing industrial unionism, the A.F. of L. finds most alarming the 
Board’s order voiding closed-shop contracts discovered to have 
been secured through collusion.” The specific allegations are that 
the Board has set aside legal contracts between A.F. of L. unions 
and employers. 

Collective agreements are not given full legal status as con- 
tracts in very many jurisdictions in this country. New York State 
courts are the prominent exception. Demands of respect for 
closed-shop “contracts” and union and employer “contracts”’ 
should be weighed in the light of the extralegal character of most 
such agreements. In a recent decision the Supreme Court of the 


™ Proceedings, 58th Annual Convention, A.F. of L. (1938), p. 347- 


2 Ibid., p. 311. 
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United States said: ““The Act gives no express authority to the 
board to invalidate contracts with independent labor organiza- 
tions.’’*? Whether this statement is to be construed as a rule or a 
dictum depends on another portion of the decision which held 
that the contract question was not actually litigated in view of the 
Board’s failure to serve notice directly on the locals of the union. 
If this latter section is controlling, the procedure of the Board was 
faulty and its power to abrogate agreements was not denied in 
this decision. It seems indisputable that discrimination in the 
signing of agreements is a possibility. To place such “contracts” 
out of reach of the Board would open the door to a form of inter- 
ference which might easily counteract many of the other guaran- 
ties of rights of self-organization and collective bargaining. In 
asking that the power of the Board to invalidate contracts be 
definitely curtailed, the Federation advocates a significant re- 
striction of the Board’s police power. 

In the third place, the American Federation of Labor has been 
highly critical of the Board’s settlement of disputes out of court." 
There is no denying the fact of such settlements. Thousands of 
complaints are entered and only a few hundred reach the Board 
for adjudication." The desirability of having all complaints car- 
ried through to the Washington office, when a large majority may 
be disposed of by agreement and understanding outside, is ex- 
tremely obscure. The Federation has not enlarged upon its rea- 
sons for so asking. Clarification and interpretation is part of the 
administrator’s job. Their elimination would hardly speed action 
on complaints and would tend to neutralize the value of adminis- 
trative assistance in carrying out the provisions of the Act. 

In the fourth place, by far the largest number of the Federa- 
tion’s complaints refer to the extreme partisanship of the Board 
and its staff toward the Congress of Industrial Organizations and 
the American Federation of Labor.** The instances cited are nu- 

13 Consolidated Edison Company v. N.L.R.B., reported in New York Times, 
December 6, 1938. 

4 Proceedings, 58th Annual Convention, A.F. of L. (1938), p. 345- 

"8 See Second Annual Report of the National iabor Relations Board, 1937. 
© Proceedings, 58th Annual Convention, A.F. of L. (1938), p. 344. 
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merous and the evidence voluminous. The Federation realizes 
that states of mind cauaot be amended by law. Except by the 
incidental help of amendments previously referred to, it recom- 
mends only one addition to the Act: “Definite qualifications 
should be set forth in respect to examiners. Some are wholly in- 
competent and unfit to serve in that capacity. In fact, affidavits 
of prejudice should be permitted to be filed against them where an 
examiner is considered unfair.’’*? It is difficult to believe that 
standards have not been formulated regarding the qualifications 
of examiners. It would be interesting to see how the American 
Federation of Labor would codify such criteria to eliminate the 
element of judgment and personal estimate. A statement of this 
sort might be of value or it might be highly restrictive as pre- 
suming too easy a classification of human ability, particularly in 
the higher ranges of accomplishment. What affidavits of prejudice 
will accomplish that judicial review will not is unclear. Provision 
for impeachment proceedings might have a salutary effect upon 
the objectivity of the trial organization. It has not been found 
necessary with other quasi-judicial bodies operating in controver- 
sial fields. If the right to petition for judicial review were ac- 
corded all interested parties, the Federation’s purpose probably 
would be achieved. 

In the fifth place, while advocating stringent curtailment of the 
power of the Board, on the one hand, the American Federation of 
Labor at the same time demands more drastic measures for 
elimination of company unions."* The origin of the request is the 
success in elections during the past year of certain unions not 
affiliated with any established national labor organization. The 
charge is vague and unsupported by testimony. Section 8(2) 
gives sufficient grounds for outlawing any true company union; in 
fact, it has been a chief source of discontent to employers as 
prohibiting any management-employee co-operation. The Feder- 
ation is alone in finding that administration of this provision has 
been perverted in the direction of undue tolerance. A liberal atti- 
tude toward unions not desiring to affiliate with established 


"7 Ibid., p. 345. 8 Tbid., p. 315. 
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organizations can hardly be criticized by anyone agreeing with 
the guaranties contained in Section 7 of the Act. 

In concluding its suggestions for revision of the Act, the Hous- 
ton Convention cautiously appended two matters upon which it 
was undecided: 


There are two propositions which we acknowledge are controversial. We 
recommend that the Executive Council consider them further. 


First: Jurisdiction shall be granted appellate courts to review the facts as 
well as the law to determine whether the decision conforms to the weight 
and credibility of the evidence. 

Second: Separate the administrative functions from the judicial functions in 
a tribunal wholly independent from the National Labor Relations Board.” 


The first proposition is a direct statement of an old judicial-ver- 
sus-administrative-interpretation controversy. There are pre- 
sented the conflicting requirements of practicable efficiency and 
meticulous adjudication. One case”® which came before the Board 
recently called forth more than a million words of testimony and 
the company alone presented more than two hundred witnesses. 
Dispatch in the handling of appeals would be difficult, if not im- 
possible. It will be interesting to see if the Federation backs the 
proposal. 

The answer to the second proposition has been that there is 
already a separation in fact between the administrative and 
judicial activities of the Board and its staff. Whether the gain in 
objectivity resulting from a complete divorce between the two 
would be great enough to compensate for the increase in expense 
due to duplicated staff, and for the probable delay in the issuance 
of orders, is another question that turns on the results achieved by 
the present organization. It is claimed with some justification 
that the change would mean only the interposition of another 
appellate body in the judicial hierarchy now obtaining, and this 
when previous efforts have been toward the elimination of succes- 
sive decisions and appeals. Unless the circuit courts of appeal are 
at present unduly burdened with cases they would seem to be 
capable of the desired impartiality. If it is intended that the pro- 
posed judicial body would review facts as well as law, the hiatus 


19 Tbid., p. 345. 2° Ford Motor Company case. 
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between complaint and decision would simply be set earlier in the 
series from complaint to investigation to order to appeal to final 
decision. If sponsored by the Federation the proposal will not 
appear precisely consistent with the demands for early decisions 
already presented. 

To summarize the position and criticisms of employees regard- 
ing the National Labor Relations Act: 

The great body of unorganized workers in America (80 per cent 
or more of the total—over 35,000,000 in number) are not on record 
regarding the law. If a dominant preference one way or another 
exists in this group it has not been substantiated or expressed. 
At least 50 per cent of the wage earners now organized are either 
indifferent to or strongly in favor of the law as it is at present 
phrased and administered. 

The American Federation of Labor, speaking for about half the 
organized employees and less than ten per cent of all employees, 
favors extensive amendment of the legislation. The principal re- 
visions suggested by the Federation are concerned with improv- 
ing its own relative position in the field of organized labor or else 
with altering the administration of the Act through the addition 
of technical requirements and other limitations: amendment of 
the unit rule; denial of the Board’s power to investigate signed 
agreements; codification of procedural requirements; judicial re- 
view of facts as well as law; separation of administrative and 
judicial functions; and filing of affidavits of prejudice. The Feder- 
ation has been of service in pointing out certain unprotected 
equities: right of judicial review for unions aggrieved in represen- 
tation elections; and the Board’s power of life and death over 
established labor organizations, many of which represent valuable 
member interests such as benefits, insurance, and affiliation with 
powerful national and international bodies. 

It is to be regretted that the numerically dominant group of 
unorganized employees has not been canvassed in a scientific man- 
ner to ascertain whether or not they regard the Act as a desirable 
form of guaranty of their unused rights of self-organization and 
collective bargaining. 
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ASPECTS OF THE ACT CRITICIZED BY BOTH 
EMPLOYERS AND EMPLOYEES 

As has been previously stated, employers and labor organiza- 
tions concur in objecting to the doctrine of the “majority rule,” 
stated in Section 9(a), although for different reasons. The doc- 
trine is represented by employers as an interference with employee 
rights. The doctrine has been justified on grounds of administra- 
tive expediency. It has acted, however, as an organizing device. 
The Act makes no provision for minority representation, but 
rather Section 9(a) states that representatives of the majority 
shall be the “exclusive representatives” of all the employees in 
collective bargaining. There is something essentially undemocrat- 
ic about a provision which imposes union representation and 
affiliation upon a group of employees against their demonstrated 
judgment. The fundamental right of organization must be pro- 
tected, but so also must the equally fundamental right of discre- 
tion of employees to exercise the prerogative of organization only 
if and when, and with whom they choose. 

The American Federation of Labor has been the immediate 
sufferer from Section 9(a). Its craft membership is widely scat- 
tered in small strategically located groups often comprising only 
small minorities of the whole number of employees in industrial 
enterprises. The description applies particularly to the mass pro- 
duction industries where the Congress of Industrial Organizations 
has been conspicuously successful. Even where they have never 
been successful in organizing, the Federation unions feel that 
employees of their crafts should be excluded from the organizing 
efforts of “dual unions.” Elimination of the “majority rule” 
would preserve for such employees, enrolled in more inclusive 
units, the possibility of secession and autonomy at any later time. 
The Federation has never asked outright elimination of Section 
9(a). Its attack has been indirect, through requests for limitation 
of the Board’s power to determine the appropriate unit, but the 
result would be substantially the same. 

The second major point questioned by both employers and 
employees is the “unit rule’ which makes the Board responsible 
for the choice of the appropriate unit for collective bargaining. 












44 THE JOURNAL OF BUSINESS 


Section 9(0) is the starting-point for most A.F. of L. criticisms of 
the Act and its administration. Three months after the Act was 
passed ten unions split off from the Federation to form a competing 
nucleus of labor organizations, differing from the standard A.F. of 
L. union primarily on the avowed issue of the “appropriate unit 
for purposes of collective bargaining.” In the subsequent contests 
for the right of “exclusive representation” which the Board has 
been called upon to decide, the American Federation of Labor has 
manifested keen disappointment and the Congress of Industrial 
Organizations relative satisfaction. 

To understand fully the position of the Federation it must be 
remembered that all arguments start from the basic premise that 
the Congress of Industrial Organizations has no right to exist. 
Dual unionism is a crime in the same category as high treason. 
At the Denver Convention in 1937,” by editorial in the American 
Federationist,* and in the Report of the Executive Council at 
Houston,” the Labor Board was charged with encouraging seces- 
sion and dualism and thereby favoring “discord, hatred, and 
enmity within the labor movement.”’ The Congress of Industrial 
Organizations, being an example of dual unionism, naturally does 
not share this view. The Board finds no distinction drawn in the 
Act against labor organizations resulting from secession or juris- 
dictional infringement and has no instructions to regard vested 
interests of so intangible a character. The disparity of viewpoints 
is responsible for some of the conflicting reactions to Board deci- 
sions. 

As coauthor of the law, the American Federation of Labor 
maintains that the Act is not to blame, that the faults described 
are administrative. As critic of the legislation, it recommends sub- 
stitution of the unit rule in the Railway Labor Act* for Section 
9(b). In numerous cases where both the Congress of Industrial 
Organizations and the Federation have been represented in elec- 


1 Proceedings, p. 491. 22 See issue of August, 1938. 

23 Proceedings, p. 92. 

24“The majority of any craft or class of employees shall have the right to de- 
termine who shall be the representative of the craft or class for the purposes of this 
Act.” 48 Stat. 1185, Title I, “General Duties: Fourth.” 
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tions, the latter has contended that it was foreclosed of its rights, 
discriminated against, refused hearing, and its members denied 
representation due to being included in larger unit groups with 
resultant loss of their minority identity. The charges have been 
variously framed by different spokesmen: “union development 
under government patronage” ;?5 “paternalism—a sort of govern- 
mental strait jacket’’; “intervention in jurisdictional disputes 
without justification’’;?’ “obstruction of the stated policy of the 
Act”’;* “favoritism and bias towards particular forms of union 
organization” ;*? “the Act gives the Board the power of life and 
death over craft unions.’’° 

As to the validity of this set of criticisms, which concern both 
the provisions and administration of the Act: 

1. Union development under government patronage.—The stated 
policy of the Act is to encourage “the practice and procedure of 
collective bargaining.” The Federation is also beneficiary of the 
law. It is doubtful that it would wish the government to with-. 
draw from its position of “patron” to labor. 

2. Paternalism—a governmental strait jacket.—Although stated 
as a criticism of the law this is primarily an administrative diffi- 
culty. Abolition of compulsory Board decision concerning the ap- 
propriate unit could be accomplished by merely substituting in 
Section 9(b) “employees concerned” for “Board.” In the light of 
the Federation’s proposed amendment to the unit rule, the com- 
plaint seems hardly consistent. The present terminology of the 
Act permits more leeway than the amended version, which could 
only have the effect of restricting the structural development of 
labor organizations. 

3. Intervention in jurisdictional disputes without justification— 
an administrative criticism. Unjustified intervention could only 
mean participation by the Board in representation contests to an 
extent exceeding the wishes of Congress when the legislation was 
enacted. The Act says in Section 9(c): “Whenever a question 


2s Editorial, American Federationist, August, 1938. 
26 Proceedings, 57th Annual Convention, A.F. of L. (1937), Pp. 253- 
27 [bid., p. 491. 28 Tbid., p. 484. 29 Ibid. 3° Tbid., p. 251. 
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affecting commerce arises concerning the representation of em- 
ployees, the Board may investigate such controversy. .... " 
Measured alongside the authorization, the Federation’s criticism 
would require for evaluation an explanation of its basic assump- 
tions regarding outside intervention in jurisdictional squabbles. 
The authority given the Board by Congress seems rather inclu- 
sive. 

4. Obstruction of the stated policy of the Act could mean anything. 

5. Favoritism and bias toward particular forms of union organiza- 
tion (meaning industrial unionism).—In the October, 1938, issue 
of the American Federationist appeared a report on the subject. 
Up to August 1, 1938, there were 112 cases before the Board 
involving both A.F. of L. and C.1.0. unions. In 54 cases there 
was no dispute between the contending unions as to the appro- 
priate unit, leaving 58 cases where a decision was necessary. In 17 
of the 58 the unit decision was not contested, but there was argu- 
ment over the inclusion or exclusion of certain groups, such as 
clerical, foremen, supervisors, etc. The Federation unions were 
completely satisfied in two decisions and partially satisfied in five; 
the C.I.0. recommendations were followed in 10 cases. In the re- 
maining 41 cases the nature of the unit itself was in dispute (craft 
versus industrial, three plants versus a single plant, or the whole 
plant versus a department). The A.F. of L. view was accepted in 
21 cases, the C.I.O. in 16 cases, and a compromise effected in 4 
cases. Total score: American Federation of Labor, 23 victories 
and g compromises; Congress of Industrial Organizations, 26 vic- 
tories and 9 compromises. Giving allowance to the greater im- 
portance of the 41 major disputes, of which the American Federa- 
tion of Labor won 21, and without the benefit of voting statistics 
for weighting, it appears that the Federation came out at least 
even and possibly ahead of its rival. In the face of such an analy- 
sis a charge of Board favoritism is partially explained by the 
traditional attitude of the Federation toward dual unionism. 

6. The Act gives the Board the power of life and death over craft 
unions—a conclusion which cannot be escaped. In like manner, 
through its determination of the appropriate unit, the Board has 
the power of life and death over industrial unions. The Federa- 
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tion’s report alluded to above indicates on its face a reasonable 
division of cases between the American Federation of Labor and 
the Congress of Industrial Organizations. That the Federation is 
not satisfied is not in itself proof of unfair treatment. 

7. Arbitrary exercise of power by the Board to impose the type of 
union organization it favored on workers, regardless of their wishes— 
an administrative criticism and probably a moot question, since 
arbitrariness here implies an unjust weight given one set of de- 
mands as opposed to the requests of opposing groups. It is doubt- 
ful if all parties could be satisfied in decisions concerning the ap- 
propriate bargaining unit, without agreement upon important 
presuppositions concerning the rights of seceding unions, desirable 
forms of organization, and majority versus minority rights. 

Employers have stated that through Section 9(d) the right of 
employees to bargain collectively through representatives of their 
own choosing is substantially negated. It is conceivable that the 
Board might so determine the unit as to interfere seriously with 
employees’ rights of self-organization and independent choice of 
representation. In most instances the determination of the bar- 
gaining unit is not a major problem, but there have been cases in 
which all issues were subordinate to it. In any case it is impossible 
to select representatives previous to a determination of the appro- 
priate unit. It is the sine gua non of collective bargaining. The 
wording of Section 9(b), which states the considerations which 
serve as a guide to the determination of the unit, is extremely 
vague. The Board has stated that it has used as a guide the 
wishes of employees, but only when other considerations were 
fairly well balanced. The wishes of employees should be the de- 
termining factor. While the determination of the bargaining unit 
on the basis of employee wishes may pose administrative difficul- 
ties, it would not seem that the problem is any less important than 
the determination by election of employee representatives; and it 
might appear that in a matter of such fundamental importance an 
arbitrary definition of the appropriate unit by an outside agency 
on the basis of such vague standards as those stated in Section 
9(b) is undesirable. 

Finally, the Act has been attacked by both employers and labor 
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on the point of administrative inadequacies. As stated, one of 
these is that the Act permits the Board to ignore the simple rules 
of evidence and to ignore the weight of the evidence. In regard to 
rules of evidence it is to be noted that they are not simple; the law 
of evidence is exceedingly complex and would serve only to com- 
plicate unnecessarily the processes of an administrative body. As 
to the weight of evidence there is not a great deal to be said in view 
of the Supreme Court decisions in Labor Board cases, the majority 
of which have been upheld. It is impractical for the courts to re- 
view findings of fact. The experience of other quasi-judicial bodies 
has indicated that these are acceptable if supported by evidence, 
and, according to the view of the courts, evidence must be rele- 
vant and material and sufficient to convince a reasonable man. 
Another objection urged is that the Board is allowed too much 
discretionary power. It has been charged that the Act fails to 
make clear sufficient prohibitions against the use of power by the 
Board and its agents to force “shotgun settlements.’ Since com- 
plaints are brought to the Board, it seems inadvisable to encour- 
age any change which would militate against informal agree- 
ments, eliminating the necessity of a formal hearing. Employers 
also include among administrative inadequacies the failure of the 
Act to define “‘collective bargaining.”’ The rules of the Board have 
defined it to be the process of presenting, in good faith, proposals 
and counterproposals in an effort to reach an agreement. Any final 
definition waits upon the action of the courts which will pass upon 
this issue in their consideration of cases now pending. A legisla- 
tive definition prior to the courts’ decisions would not be remedial. 
The Board has been given the power of issuing rules and regula- 
tions—the definition of collective bargaining has been covered in 
these statements. 

The American Federation of Labor, at its Houston Conven- 
tion, unanimously adopted a resolution criticizing the present 
administration of the Act and asking that the following be made 
mandatory: 


Every known interSted party should be served with due process and be 
afforded an opportunity to appear in any case. No contractual rights should 
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be passed upon without every party to the contract being served with 
process and given the right to appear in the case. 

Intervention by interested parties should be made a matter of right and 
not a matter of discretion. 

Clarification respecting power over the issuance of subpoenas is neces- 
sary and liberalizing of the rule in that respect should be provided. 

The secrecy of files must be lifted to the extent that all persons may have 
an opportunity to examine a record which contains material on which de- 
cisions are made. 

Elections shall be conducted within thirty days from filing of a petition 
therefor. 

All cases shall be decided within 45 days after the close of the taking of 
testimony. 


It is important to note here that the administrative procedure 
criticized is primarily the handling of representation elections, 
whereas the procedure attacked by employers is the conduct of 
hearings and trials. The proposals would have the effect of quali- 
fying Section 10(b) of the Act which outlines the procedure in 
hearing complaints. Their weight would depend on the extent to 
which it could be shown that the Board had departed from the 
“fundamental requirements of fair play.”’ It is agreed that repre- 
sentation questions probably have not been fully adjudicated in 
the past, since there is no provision for appeal on the part of 
unions aggrieved as to election results. The Federation asks the 
right of review for unions claiming mistrial. The presence in rep- 
resentation contest of trade-union equities which are capable of 
disestablishment by Board action is unquestioned. Extension of 
appellate protection would seem to be called for if, as at present, 
it is granted to other disputants. 


SUMMARY 


Examination of the criticisms of the Act brings to light some 
obviously inequitable features and some issues regarding which a 
change of policy might appear advisable after review of the ad- 
ministrative experience which has been accumulated. 

Inequities are apparent in the omission of the right of em- 


3* Proceedings, p. 344. 
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ployers to petition the Board, in the lack of opportunity for 
judicial review of representation decisions, and in the retention of 
the closed-shop provision, held to be unnecessary in view of the 
protection of rights of self-organization afforded by the Act. 
Other matters which may be considered to afford justifiable 
bases for revision are: (1) the assumption contained in the Act 
that government encouragement of collective bargaining will re- 
duce industrial strife and unrest; (2) the request for more inclu- 
sive prohibitions of coercion, which would have the effect of re- 
quiring “clean hands” on the part of labor organizations as well 
as employees; (3) the problem of majority rule versus minority 
rights; (4) dangers involved in the Board’s power to determine 
the appropriate bargaining unit; (5) liberalization of the restric- 
tions upon employer-employee co-operation contained in Section 
8(2), the second unfair labor practice; (6) clarification of the 
meaning of “collective bargaining” as used in Section 8(5). 











LIFE INSURANCE AND THE FINANCIAL FRONTIER 


MELCHIOR PALYI’ 


I. CHICAGO’S BACKWARDNESS AS AN INSURANCE CENTER 


T IS not the mere volume of local funds, or even the size, age, 
number, or leadership position of local credit institutions, or 
the respect and good will they command, which determine 

the dominant or subordinate character of a city in financial mat- 
ters. Hartford, Connecticut, is one of the world’s largest insur- 
ance centers. Would it be permissible to call it a financial center? 
The Twin Cities of Minnesota control, especially through two 
large group systems, a fair portion of the banking resources of the 
nation. Does that entitle them to a rank in financial leadership 
equal to that commanded by commensurate or smaller volumes in 
Amsterdam, Brussels, or Stockholm? Obviously, both Hartford 
and the Twin Cities are important provincial places. Large as 
their funds are, their financial size and distinction are one-sided; 
they lack the balance of interrelated and mutually supplementing 
institutions which is a prerequisite of a center’s financial inde- 
pendence and leadership position. 

The curious fact of a similar disproportionality in the size of 
Chicago is the subject of the present study.? New York, of course, 
leads in every financial sphere. Chicago is the second largest 
banking center of the country (third largest of the world), hold- 
ing, as a rule, a gross deposit volume of more than one-fourth of 
New York’s—almost one-third in net deposits—and outdistanc- 
ing by far every other city on the American continent. But in 
terms of funds accumulating in local insurance firms Chicago 
ranks only tenth, slightly behind Des Moines (412 and 460 miilion 
dollars, respectively, at the end of 1936); they amount to a small 


* Dr. Palyi is a research economist at the University of Chicago, and consulting 
economist of Stifel, Nicolaus & Co., Inc. 

2 Cf. Tables 1, 2, 3, 5, and 6 in the Appendix with the present writer’s book on 
The Chicago Credit Market (Chicago, 1937), especially chaps. i and ii. Tables 1 
and 2 of the Appendix have been compiled from source material. 
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fraction only of the over 4- and almost 3-billion-dollar volumes 
managed in Newark (New Jersey) and Hartford (Connecticut), 
to say nothing of the more than 12 billions in New York City. This 
disproportionate situation is curious in both respects: comparing 
the Middle West with the East, and Chicago with other centers. 

It is characteristic that, of the twelve largest life insurance com- 
panies with more than half a billion dollars assets in each, and 
with combined resources of almost 19 billions, eleven are in the 
East (four in New York, two in Newark, and two in Hartford, one 
each in Boston, Philadelphia, and Springfield, Massachusetts) 
and only one in the Middle West. The picture is different only 
in numbers if one includes the companies with more than 25- 
million-dollar assets. Of the seventy companies and associations 
which account for about 83 per cent of the country’s life insurance 
business, thirty are in the northeastern corner of the country 
(eight states) and eighteen in the five states around Chicago; but 
the latter are, with one exception, among the smaller, and they 
account, all together, for only 9 per cent of the total. 

Still more conspicuous is the failure of Chicago itself to attract 
insurance of an adequate volume. None of the local firms has 
ever reached the modest 40-million-dollar line. True, the assets 
of local life insurance have grown from 7 million dollars in 1900 to 
208 millions in 1929 and 286 millions in 1936; but their share in 
the national total has declined between the last two dates from an 
already insignificant level of 1.5 per cent to 1.1 per cent, while the 
comparable proportion of bank assets has risen from 5.6 per cent 
to 6.2 per cent.‘ At present, with the local bank funds amount- 
ing to about 3.5 billion dollars, the 400 millions of total insurance 
assets in local companies are a meager showing indeed, even com- 
pared to most other major cities of the Middle West, to say noth- 
ing of insurance centers in the East. Almost every city, even of 
the Chicago region, small or large, where there are insurance in- 
stitutions at all (with the possible exception of Detroit and Cleve- 
land), carries comparatively (i.e., in ratio to other funds) far more 


3 Appen., Table 8. 
4 Cf. Appen., Table 7. This disproportion between bank and insurance assets has 


been further accentuated since 1936. 
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insurance assets than does Chicago. The local ratio of these funds 
to bank resources is almost 1:9, whereas the national ratio is 
about 1:2.2; in Milwaukee the ratio is actually reversed, with 
almost 1.2 billion dollars in insurance and only 320 million dollars 
in the banks (at the end of 1937). The discrepancy is so great as 
to exclude any interpretation by reference to mere chance. Be- 
sides, a money-market reservoir like Chicago ought to be an in- 
surance center beyond the average ratio; it should attract more, 
and not less, than the average proportion. Since insurance funds 
are located in a far smaller number of places than bank resources, 
Chicago’s share in the first ought to be even higher than in the 
second; in fact, it does not even approximate the proportion which 
the population of its metropolitan area bears to that of the coun- 
try (about 3.5 per cent). What explains this apparent anomaly 
in the financial growth of the Middle West in general and of 
Chicago in particular? And what are the future possibilities in 
this situation? 


II. FINANCIAL CENTERS: DOMINANCE AND SUBORDINATION 


Before further discussion of these questions it may be worth 
while to impress their significance on the reader. In the first 
place, Chicago’s position is really “‘anomalous.”’ Of course, there 
is no general law which produces a parallel growth of insurance 
and of finance, but probably no similarly striking discrepancy be- 
tween the two exists anywhere. Why should one of the world’s 
largest banking metropolises and capital (especially over-the- 
counter) markets, as well as one of the most vital centers of fi- 
nancial enterprise, consistently neglect to build up anything in 
the insurance field that even approximates its size and importance 
in other spheres of financial leadership? This is the more anoma- 
lous since American insurance decentralization is such that Chi- 
cago’s competitors include, besides New York, with its superior 
financial power, also a good dozen minor, and some very minor, 
cities. 

The location of insurance headquarters is, in turn, of substan- 
tial import for the comparative position of financial centers. The 
degree of a city’s financial dependence on, or independence from, 
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an outside center will not depend on the relative volume of re- 
sources alone but also on the organization of the local credit mar- 
ket. The rise of great financial centers has often been analyzed in 
terms of the growth of different types of credit agencies, but 
rarely, if ever, in terms of their interrelated development. A 
credit market might be viewed as a system of “checks and bal- 
ances”; its parts are complementary to each other. Roughly 
speaking, and disregarding governmental agencies, the axis of the 
modern business of providing and securing funds has five bear- 
ings: central bank, commercial banks, investing institutions, 
credit intermediaries (investment bankers, acceptance-dealers, 
finance companies, etc.), and the marketing apparatus itself, es- 
pecially the stock exchanges. 

Among the investing institutions life insurance plays an in- 
creasingly important role. The total assets of American legal- 
reserve life insurance companies alone are at present approxi- 
mately sixty times larger than half a century ago; this spectacular 
growth compares with a forty-fold rise of bank deposits. Total 
assets of all insurance firms amount to over 30 billion dollars, as 
against some 67 billions of bank assets.’ But the former are, as a 
group, more “important” than the banks in the two major divi- 
sions of the long-term capital market, namely, as bond-buyers and 
as mortgage-lenders. According to best available estimates for 
1934-35, some 27.8 per cent of the total outstanding farm mort- 
gages and 27.1 per cent of all urban mortgages were made by life 
insurance funds.® The importance of these funds from the point 
of view of control or policy determination is even greater than in- 
dicated by the figures, owing to the concentration of three-quar- 
ters of all insurance holdings in twelve companies, while the rest 
of the investors, private and institutional, are numbered by the 
tens of thousands, without any comparable large-scale mortgage- 
lenders among them. 


5 Cf. Appen., Tables 1 and 2. Total bank-deposit data from the Annual Report 
of the Comptroller of the Currency, published since 1863. 

6 Cf. Long-Term Debts in the United States, U.S. Department of Commerce, 
Bureau of Foreign and Domestic Commerce (Washington, D.C., 1937), pp. 111 
and 130. 
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As to security portfolios, consisting overwhelmingly of bonds 
and debentures, the outstanding role of insurance firms in manag- 
ing the nation’s savings is even more conspicuous. This is not 
true, of course, with regard to federal issues; in that field the dubi- 
ous honor of leadership is left, at present (without jealousy), to 
the commercial and savings banks, which “control” about 41 per 
cent of the national debt, direct and guaranteed, while insurance 
companies possess some 13 per cent of the total.’ But the relative 
importance of banks and insurance companies as owners of mu- 
nicipal and corporate securities is very different, with 9.8 billion 
dollars in the hands of all banks and almost 9 billion dollars in 
those of the major life insurance firms alone.* It is in the market 
of these securities that the “policy”’ of the individual institutions 
is or may be a factor of real significance. Since the insurance 
business is, to repeat, far more concentrated than banking, and 
since it is far less exposed to liquidity pressure, it is probably more 
influential as a buying and holding group for other than govern- 
mental securities than the banks are. 

This much may suffice to indicate that a modern financial cen- 
ter is scarcely conceivable without major insurance companies. 
They are at present the most important source of funds available 
for long-term (nongovernmental) investment. The location of 
their head offices is a factor in influencing the flow and distribution 
of short-term funds as well, thereby also influencing the location 
of marketing agencies. As to the investment policies of the in- 
surance firms, they are, as a rule, dictated by, and managed from, 
their central offices. Bond-portfolio management is always cen- 
tralized in the hands of the investment managers and such board 
members as happen to be available for frequent consultations. 
As for out-of-town urban mortgages, the large eastern life cor- 
porations used to give a substantial amount of freedom to their 
midwestern representatives but almost invariably reserved the 


7 Respectively 16,436 and 5,342 million dollars (June 30, 1937). 

8 The figures refer to the end of 1937 (for member firms of the Association of 
Life Insurance Presidents) and the middle of 1937 (for banks). The relative im- 
portance of the two groups has changed slightly since, in favor of the life insurance 
firms. 
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ultimate decision to their central offices. Similarly with regard to 
their farm mortgages, which have usually been extended, since 
1893, through the intermediary of mortgage-loan correspondents. 
Other methods, such as through branch offices or by direct pur- 
chase of blocks of loans, were and remain exceptional.’ The cor- 
respondent is almost invariably under the supervision and even 
strict control of the company. The difference between the inde- 
pendent mortgage-loan company, on the one hand, which pre- 
vailed in Chicago until about 1893, attracting European funds to 
a substantial extent, and the more recent mortgage-correspondent 
system, on the other hand, is an instructive example. The change 
from the first to the second meant the elimination of an entre- 
preneurial type of free intermediary (the mortgage bond house 
became its successor on the “open” market) by substituting for 
it a semidependent agency. Dominance in a vital sphere of credit 
thus moved from Chicago to the East, and this case illustrates a 
far-reaching trend which is due in part to the growing concentra- 
tion of the management of insurance funds in the East. 

In Europe the financial center of every major country tends al- 
most “automatically” to become the insurance center as well, in 
accordance with the prevailing tendency of geographic concen- 
tration. Italy is an exception, owing to the historic division of 
financial power between Milan and Rome. Paris and Berlin have 
achieved virtual supremacy within their countries. In the Ger- 
man case the remnant of independent leadership which Frankfort 
preserved for a long time was destroyed in the last crisis. The 
partial leadership of Munich in reinsurance is not sufficiently im- 
portant to change the general conclusion. Curiously enough, the 
process of geographic concentration is slower in England than on 
the Continent. Liverpool and Glasgow, and also a few minor 
places, have maintained some degree of independence, which is, 
however, more apparent than real. In the case of major life insti- 
tutions the London office tends to displace the provincial head- 
quarters. Generally speaking, the seats of branch banking sooner 
or later absorb the insurance headquarters. This holds also for 

9 Cf. A. M. Woodruff, Jr., Farm Mortgage Loans of Life Insurance Companies 
(New Haven, 1937), chap. i. 
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new countries with vast territories; if several banking centers 
arise, a competitive situation between cities is the outcome. 
Melbourne and Sidney in Australia are just as “natural’’ centers 
as Toronto and Montreal in Canada. The American parallel 
would be a concentration of life insurance in New York, Chicago, 
and San Francisco with minor “branches” of the stream flowing 
possibly to Boston, Cleveland, and Philadelphia. 

Instead, the vast majority of funds neglect the “logical” course 
in at least three respects. The Middle West, the West, and the 
South have no insurance volume at their disposal that would even 
approximate the size of their independent banking. In the East 
itself, within an area of European dimensions, and in spite of a 
rate of growth in the size of companies which is far more pro- 
nounced than even in England, no such local concentration takes 
place as in European countries (even if one counts Newark as 
part of New York); nor have we any indication that the future 
trend is in a direction similar to that of Europe. The most curious 
feature is, however, the distribution of insurance management 
within the Middle West. America shows not only more geo- 
graphic decentralization than any other country but also a sur- 
prising amount of accumulation of insurance funds even in very 
inferior financial locations. There are in Europe, too, accidental 
spurts of insurance growth in small cities which persist despite the 
general trend; Gotha in Germany, Norwich in England, and 
Trieste in Italy are examples. But they are minor cases and tend 
to disappear; no such exceptional growth as in Hartford or Mil- 
waukee persists anywhere else. 


Ill. THE GEOGRAPHIC DISTRIBUTION OF SAVINGS INSTITUTIONS 


Chicago’s underdevelopment in insurance has parallels in other 
financial fields. The Middle West has a mere handful of mutual 
savings banks; they are an eastern product, with some growth in 
Ohio and on the West Coast. New York State alone carries over 5 
billion dollars in deposits at these thrift institutions (roughly 52 
per cent of the national total), whereas the five states of the Chi- 
cago area have only 23 millions, or less than 1 per cent of the en- 
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tire country; Chicago itself hasn’t a single mutual savings bank.*° 
Nor has it other local institutions which could be regarded as 
substitutes for the purpose of collecting small savings. Building 
and loan associations are more evenly distributed over the coun- 
try; but the Seventh Federal Reserve District contains only about 
15 per cent of the total assets of all associations of this kind, or not 
more than New Jersey alone. Chicago accounts for scarcely more 
than 100 million dollars, as against 116 millions in Dayton (Ohio) 
or 120 millions in Pittsburgh. The analogy to life insurance is 
doubtful, of course, because a very large part of middle-western 
premiums flows to the East, while no such long-distance migra- 
tion of “pennies” into thrift institutions takes place. Nor is Chi- 
cago, with respect to the latter, much different from other cities 
of its region. It is notable, too, that the individual thrift institu- 
tions of the Chicago area are all of small or medium size, and al- 
most none of the larger ones is in the Middle West, except in 
Ohio. (In individual size, as in total volume, the Pacific Coast 
region comes nearest to the North Atlantic area.) 

Another interesting parallel is the geographic dispersion of 
finance companies and similar instalment houses for automobile 
and other consumer credits.“ The three large companies with 
widespread branch offices probably take care of more than 75 per 
cent of the total automobile instalment business and are managed 
from the East, while many hundred smaller firms are spread all 
over the country. The similarity to life insurance in both respects 
—concentration in large units and in the East—seems striking. 
But the analogy is rather misleading. The growth of the leading 
instalment finance organizations is due in part to backing by the 
parent or related motor-car factories and is, inasmuch, a conse- 
quence of concentration of automobile production in a few large 
firms. No such backing, financial or otherwise, can account for 
the trend in the insurance field. Furthermore, the drift of finance- 
company headquarters toward the East—they actually started in 
the Middle West—reflects their natural reliance on the central 


© Comptroller of the Currency, Annual Report, 1937. 

™ Cf. with the following, Palyi, op. cit., pp. 122 ff.; H. W. Huegy and A. H. Wina- 
kor, “Financial Policies and Practices of Automobile Finance Companies,” Uni- 
versity of Illinois Bulletin, No. 45 (February 1, 1938), pp. 12 f. 
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money market, where banker’s balances and other short-term 
funds are piled up to an extent unparalleled elsewhere. The in- 
surance firms have no such direct reason for drifting in the direc- 
tion of the location of short-term funds, open money markets, and 
largest banks. On the open market they are not money-buyers, as 
are the finance companies, but money-lenders. Their contacts on 
the receiving-end of the money flow are with the individual cus- 
tomers dispersed all over the country, and not with the credit mar- 
ket itself; the location of some of the large life companies in cities 
like Springfield, Hartford, and Milwaukee, without a major 
money market of their own, is indicative of this condition. So is 
the fact that cities right in the midst of agricultural areas and 
with moderate industrial growth, like Omaha and Des Moines, 
have developed substantial insurance business out of proportion 
to their own financial importance. 


IV. CONCENTRATION OF OTHER INSURANCE 


The insurance discrepancy between the Middle West and the 
East in general, and between Chicago and New York in particu- 
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Types or INSURANCE 
| Chicago New York | Milwaukee National 
Total 
Life insurance, including fraternals 286 10,498 1,156 25,839 
Casualty and surety............. | 112 379 3 1,438* 
Fire and marine................ 14 1,205 22 2,964* 
Total insurance............. 412 12,082 1,181 30,241 














* The national total of other than life insurance funds in this tabulation is 4,402 million dollars, 
which is 64 million dollars more than the same total as indicated in Table 1 of the Appendix. This 
discrepancy is due to the fact that in the computation of Table 1 all cases of double counting are elimi- 
nated, while the foregoing figures have not been equally “‘cleaned,” except for the three cities compared. 
lar, is primarily one in the life business; and the same holds for the 
relative position of Chicago compared to other middle-western 
centers. In all other than life insurance combined, Chicago is 
second to virtually no city of the Middle West and to only a few 
in the East. The foregoing table gives a few figures (for 1936) 
which illustrate the overwhelming importance of life insurance. 
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Concentration in the East, as well as in Milwaukee, is a matter 
of life insurance. In accident and health insurance Chicago stands 
out just about in proportion to her banking resources. In fire in- 
surance, however, it fades again into insignificance, with Milwau- 
kee and St. Paul “leading” in the Middle West and with almost 
half of the total business controlled from New York.” This dis- 
crepancy in the fire business is occasionally attributed to the 
anomalous tax situation. A unique tax on “foreign’’ fire insurance 
companies operating in Illinois was introduced in 1879 and has 
been kept on the statute book ever since (sec. 30 of the Old Fire 
Insurance Company Act and sec. 414 of the new Illinois Insurance 
Code). This was intended as a protection for home-grown fire 
insurance, but proved to be a boomerang, theoretically at least, 
because most other states have so-called “reciprocal” tax laws 
which should, in effect, exclude Illinois companies from compe- 
tition outside their own state. So far, however, the law has not 
been enforced in other states, and its effect could not be more than 
minor in importance.’* Important is the fact that, e.g., in 1928 
Cook County paid a total of 28.7 million dollars for fire protec- 
tion, while Illinois companies received altogether only $400,000."4 

Of course, the vast majority (about 85 per cent) of insurance funds be- 
longs to life firms, and the exclusion of the rest would not affect the com- 
parison from the point of view of capital market and capital allocation. 
The former, in turn, is the only insurance field in which vast concentration 
of funds in individual business units takes place. The largest among the 
Chicago accident units is, with some 30 million dollars, not far behind the 
size of the eastern competitors. Even the largest of the specialized accident 


12 The latter was a ‘‘center’’ already in 1827, with 16 million dollars of capital in 
fire and marine companies of the state, when Chicago was still an Indian village. 
Cf. M. G. Myers, The New York Money Market, Vol. I: Origins and Development 
(New York, 1951), p. 41. 

"3 The Illinois Tax Commission emphasized, in its Sixteenth Annual Report 
(1937), pp. 20 f., that this tax on net receipts is “‘ineffectively administered.” 


"4 Cf. Chicago Daily Tribune, June 13, 1929. Nor does the existence of numerous 
but small farmers’ mutuals in the area—Illinois used to lead with over 200 units— 
alter this situation; see V. V. Valgren, Farmers’ Mutual Fire Insurance in the United 
States (Chicago, 1924); ‘‘Developments and Problems in Farmers’ Mutual Fire 
Insurance,’’ U.S. Department of Agriculture, Circular No. 54 (Washington, D.C., 
1928). 
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companies has only 64 million dollars in total assets; the largest in fire in- 
surance has at present 140 millions. Each of these is but a small fraction of 
what accumulates in the hands of one of the “life giants.” Even in 1928 the 
merger of the Home Fire and the National Liberty Insurance, which was 
acclaimed as the “mammoth” concern of the world’s fire insurance, did not 
bring together more than 170 million dollars of assets. 


V. THE PROBLEM OF THE FRATERNALS 


In Chicago, out of the 290 million dollars in life insurance funds, 
some 40 per cent are in the hands of fraternals; local development 
thus far has been considerably colored by this background. Fra- 
ternals are essentially a midwestern product. Apparently not an 
outgrowth of English guilds and friendly societies, they started 
spontaneously in Pennsylvania (1868), initiated by railroad work- 
ers and influenced by the lodge system of the Masons. Nor have 
they flourished to any great extent either in other sections of the 
States or in other countries, except in Canada, especially in the 
province of Quebec, where conditions are in many respects similar 
to the Middle West. This special development in and around the 
northern Mississippi Valley, where most of the 200 societies, 
100,000 lodges, and 7,900,000 members are located, has its basis 
in the peculiar frontier traditions of that region. The spirit of 
mutual help of early settlers still survives in rural communities. 
Originally a matter of defense against the Indians, it has de- 
veloped, under the pressure of necessity, into “collective and co- 
operative economic activity which persisted in many frontier 
settlements long after collective defense had disappeared.’ 
Another factor was “the loneliness of frontier life,” which “made 
a craving for companionship that gives peculiar character to its 
religion, politics and play.’ Defensive necessity and psychologi- 
cal craving were enforced by economic pressure for close co-opera- 
tion among settlers in a world of extremely sparse population and 
with little or no specialization of labor. This historical back- 
ground is essential for the understanding of the American com- 
bination of “rugged individualism” with democratic institutions 

*s Donald McConnell, Economic Virtues in the United States (New York, 1930), 


p. 17. 
* F. L. Paxson, History of the American Frontier, 1763-1893 (Boston and New 
York, 1924), p. 115 
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half of the total business controlled from New York.” This dis- 
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Code). This was intended as a protection for home-grown fire 
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because most other states have so-called “reciprocal” tax laws 
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12 The latter was a ‘‘center’’ already in 1827, with 16 million dollars of capital in 
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companies has only 64 million dollars in total assets; the largest in fire in- 
surance has at present 140 millions. Each of these is but a small fraction of 
what accumulates in the hands of one of the “life giants.” Even in 1928 the 
merger of the Home Fire and the National Liberty Insurance, which was 
acclaimed as the “mammoth” concern of the world’s fire insurance, did not 
bring together more than 170 million dollars of assets. 


Vv. THE PROBLEM OF THE FRATERNALS 


In Chicago, out of the 290 million dollars in life insurance funds, 
some 40 per cent are in the hands of fraternals; local development 
thus far has been considerably colored by this background. Fra- 
ternals are essentially a midwestern product. Apparently not an 
outgrowth of English guilds and friendly societies, they started 
spontaneously in Pennsylvania (1868), initiated by railroad work- 
ers and influenced by the lodge system of the Masons. Nor have 
they flourished to any great extent either in other sections of the 
States or in other countries, except in Canada, especially in the 
province of Quebec, where conditions are in many respects similar 
to the Middle West. This special development in and around the 
northern Mississippi Valley, where most of the 200 societies, 
100,000 lodges, and 7,900,000 members are located, has its basis 
in the peculiar frontier traditions of that region. The spirit of 
mutual help of early settlers still survives in rural communities. 
Originally a matter of defense against the Indians, it has de- 
veloped, under the pressure of necessity, into “collective and co- 
operative economic activity which persisted in many frontier 
settlements long after collective defense had disappeared.’’s 
Another factor was “the loneliness of frontier life,” which ‘“‘made 
a craving for companionship that gives peculiar character to its 
religion, politics and play.’ Defensive necessity and psychologi- 
cal craving were enforced by economic pressure for close co-opera- 
tion among settlers in a world of extremely sparse population and 
with little or no specialization of labor. This historical back- 
ground is essential for the understanding of the American com- 
bination of “rugged individualism” with democratic institutions 

*8 Donald McConnell, Economic Virtues in the United States (New York, 1930), 
p. 17. 

°F. L. Paxson, History of the American Frontier, 1763-1893 (Boston and New 
York, 1924), p. 115. 
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which has been so puzzling to many observers"? and which is so 
fundamental to many aspects of the country’s economic history. 

The fraternal order is a social organization which at present 
belongs to the species “club,” except that it is broader in purpose 
and lacks the tendency of segregation for the sake of social dis- 
tinction. It is either geographic in character, covering a region; 
or occupational, to appeal to the members of the same profession 
or trade-union; or its basis is national and religious. But it is 
democratic in essence, embracing the whole group and appealing 
often in an emotional fashion to the community of interest be- 
tween its members. Both its strength and weakness are due to 
this sociological foundation. Naturally, its growth originally had 
more incentive and now has more limitations than either the 
mutual or the proprietary form. Its membership drive is largely 
along the lines of its social structure, and its policy sales are 
limited to the membership; by automatically promoting policy- 
buyers into membership, the radius of action is not greatly ex- 
tended. Disregarding such exceptional support as by the frame- 
work of strong labor unions, the ties binding together the spirit of 
co-operation and “rugged individualism” are likely to loosen when 
the individual reaches a certain level of economic prospects and be- 
comes acquisitive-minded. In the cities, and particularly in Chi- 
cago, immigrant communities offer a substitute breeding-ground— 
for a while, often not beyond the “first generation.” In the large 
cities, where the basic social coherence tends to melt, the founda- 
tion of the fraternals’ growth is necessarily weakened. The conse- 
quence is obvious; life insurance which grows out of the milieu 
of fraternal organization, with its social activities and with its 
emphasis on neighborhood relationships or professional friend- 
ships, and on racial, national, or religious community among the 
members, is bound to reach its limit of growth where the social 
conflict with the new forces of a rationalistic and capitalistic order 
arises."* Moreover, the noncapitalistic structure has somewhat 


7 E.g., F. J. Turner, The Frontier in American History (New York, 1920), 
chaps. i and vi. 

*8 About the implications of such conflicts cf. L. Wirth, “Urbanism as a Way of 
Life,”” American Journal of Sociology, XLIV, No. 1 (July, 1938), 10 ff. 
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the same weakness in the fraternal as in the consumers’ co-opera- 
tives and building associations, namely, the difficulty in compet- 
ing with purely commercial firms for the services of highly paid 
salesmen and executives.’® All this does not mean that further 
growth of the fraternal, even in the large cities, will cease; but it 
does mean a definite limitation of its development. The mere fact 
that Chicago’s life insurance is, to such a substantial extent, fra- 
ternal business, based on the peculiar combination of emotional 
appeal with a rational business proposition, and of irrational 
group interests with the mathematical computation of mortality 
risks, should explain, in a way, the local limitations of growth, 
since associations are not as likely to enjoy the continued develop- 
ment in a metropolis as they might in a rural environment more 
in keeping with their social character. 

Furthermore, the development of fraternals was fostered in the 
beginning, and is to some extent inhibited at present, by the fact 
that they started on the assessment basis and built up legal re- 
serves only at later stages. This permitted offering insurance 
originally at a cheaper price than by legal-reserve companies and 
is a partial explanation of the initial success of the fraternals in 
times when the money income of the communities in the Middle 
West was low indeed. But of late, the legal requirement of a rate 
adequate to build reserves compels them to charge premiums com- 
parable with the legal-reserve companies, thereby discouraging, 
to some extent, the sale of new policies. Moreover, as these sales 
declined, the age distribution of policyholders in many fraternals 
was unfavorably affected. The combined effect of declining sales 
and of higher rates may make the competitive position of the fra- 
ternals more difficult, instead of easier, as they grow older, in 
spite of the advantages of more conservative management and 
of tax exemption. 

However, no reasoning along these lines can explain Chicago’s 
underdevelopment. A number of fraternals, such as the Yeomen, 
in Des Moines, changed their form, set up a legal reserve, and be- 
came “‘mutualized,” thereby opening the road to a purely busi- 


19 Cf. W. Basye, History and Operation of Fraternal Insurance (Rochester, N.Y., 
IgI9Q). 
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ness type of development. The difference between the mutual 
and proprietary form is, in turn, from the capitalistic point of 
view, one of form only, not affecting the competitive position of 
the individual unit. It seems obvious that fraternals in a city of 
Chicago’s size and industrial character have a comparatively 
smaller chance of growth than those situated in the midst of farm- 
ing districts. The largest fraternal’s head office is in Omaha 
(with assets of about 116 million dollars, with Rock Island as the 
seat of the two next largest”° and with cities like Cedar Rapids 
(Iowa), Lincoln (Nebraska), Fulton (Illinois), Crawfordsville 
(Indiana), Fargo (North Dakota), and Port Huron (Michigan) 
appearing as the locations of major associations. Many associa- 
tions would also lose a great deal of their good-will and expan- 
sion potentialities if they gave up the fraternal character. They 
would exchange a limited but fairly safe field of activity for an 
unlimited but extremely competitive field. It is very doubtful— 
and this is probably true for most of the Chicago associations— 
whether the present fraternal managements are prepared and 
willing to face the competition of the far larger companies in the 
“open” market, unprotected by the social ties which attract the 
customer to the fraternal organization. 

The fraternals have not provided Chicago with an adequate life 
insurance equipment and are not likely to fulfil that function in 
the future. This point has some added practical importance, 
owing to the fact that midwestern associations time and again 
consider the feasibility of moving their headquarters to Chicago. 
However, as long as they remain fraternals in the proper sense, 
most of them probably fare better in a “provincial” location in 
the immediate neighborhood of the customer. In so far as they 
may plan on changing their formal status and “‘mutualizing,” a 
serious handicap may arise through the loss of otherwise available 
members; besides, moving the headquarters of major associations 
to Chicago might cause the loss of a great deal of good will pre- 
viously built up in the respective provincial locations. In brief, 
Chicago’s prospects as a life insurance center are not greatly 

20 In terms of insurance in force, the Modern Woodmen of Rock Island is the 
largest fraternal. 
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enhanced by fraternals; nor are they likely to be greatly influenced 
either by the further growth or by the migration of already ex- 
isting associations. 


VI. SIZE AND LOCATION 


One of the most conspicuous cases of almost unlimited growth 
in the size of the risk-taking unit is the institutionalized business 
of risk elimination. Insurance means the distribution of so-called 
“measurable” risks, and this distribution is the more efficiently 
carried out the greater the number of hazards which mutually off- 
set or compensate each other. This holds also for the risks in- 
volved in the investment of the companies’ funds. In addition, 
the law of diminishing costs applies to managerial overhead to 
such an extent that the growth of the individual insurance insti- 
tution does not easily reach an upper limit.” As to total operating 
expenses compared with insurance in force, diminishing returns 
start to operate only at an enormous unit size. The results of a 
1926 study of forty-six companies indicated that the ratio of ex- 
penses to the volume of insurance tends to decline—with devia- 
tions—up to the 2-billion-dollar level of insurance in force; further 
growth was not accompanied by additional decline of the ratio.” 

But the most important single factor making for large-sized 
units in the insurance business is neither the distribution of risk 
itself nor any of the “normal” advantages of large-scale produc- 
tion and marketing. Such marketing advantages as that of ad- 
vertisement, e.g., do not offer adequate explanation, since the 
smaller unit is likely to profit to some extent by the advertising 
outlay of the larger. As to risk distribution, proper reinsurance 


2 Table 4 (Appen.) compares annual cost of management in insurance firms of 
different sizes with their earnings. It shows that, on the whole, the largest companies 
manage their business at a cost of 8-12 per cent of current revenues, while the ratio 
rises to 20 per cent and higher in the case of relatively small companies. However, 
the scale of relative costs is by no means exactly proportionate to size; medium-sized 
units often operate with less relative cost than larger ones. As to fraternals, the 
same trend of relative costs rising with decreasing size is fairly apparent. Compari- 
son, in this respect, between companies and fraternals is, however, difficult, since 
the latter raise revenues, through their “‘lodges,’’ which do not appear in the pub- 
lished figures. 


22 Appen., Table 1o. 
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offers a substitute for large-scale operation. The fact that the 
insurance of the least insurable risk—the one which is the least 
measurable and foreseeable, namely, that of fire and similar losses 
—is handled by minor-sized units, and that accident insurance is 
substantially in the hands of small units, should be sufficient 
proof. What ultimately determines, or has in the last generation 
determined, the gigantic growth of life insurance companies is 
not sufficiently explained by the obvious advantages of operation 
on a large scale. 

Life insurance belongs to the type of capitalistic institution the 
business of which is to offer long-term “‘fixed’’ investment to the 
general public, especially to the masses of the middle class. Con- 
fidence is the foundation of good will toward every business, and 
this is particularly true wherever the investment of money is 
implied. But our language is in need of distinguishing qualitative 
types of ‘“‘confidence.” Banks, savings banks, and other credit 
institutions which collect the funds of the public on its assump- 
tion of riskless holding imply the possibility of more or less im- 
mediate liquidation. So do, to a lesser extent, also the issuers of 
marketable securities. In spite of policy loans (the emphasis on 
which, characteristic of this country, is contrary to the basic 
principles of life insurance), the meaning of life insurance is, or 
should be, “investment” for a lifetime—or beyond. It is virtually 
the only long-run investment available to almost every “man on 
the street.”” Confidence thus becomes a long-term issue, as in no 
other kind of mass investment. For the vast army of savers the 
stake in life insurance is the deepest-reaching and strongest 
anchor of that security for the future which thrift can offer. Re- 
liance on that security, twenty years or so ahead, means confi- 
dence of different dimensions or kind than that implied in the be- 
lief that one’s money is “safe” in a bank or savings institution 
from which it may be withdrawn at short notice, to say nothing 
of securities the value of which is supposed to fluctuate and the 
possession of which is very often not intended to be “permanent.”’ 
This is particularly true for this country, which, contrary to 
Europe, has not developed permanent mass ownership of either 
government or mortgage bonds. This specific character of life 
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insurance and its implications for the American scene are gener- 
ally taken for granted; they go a long way to explain the public’s 
preference for life policies with a substantial investment element, 
as compared with pure “term contracts,” in spite of the higher 
“rationality” and lower cost of the latter. One of its implica- 
tions is that the large-scale unit in life insurance possesses, and 
is likely to possess further, an enormous competitive advantage. 
The larger the firm, the greater its “credit” and therefore its 
chances of attracting more funds. Consequently, the larger the 
units in an insurance center are, the more likely it is to grow 
further, compared with the others (provided this is not com- 
pensated by differences in managerial standards). 

Size is in part a function of age; as a matter of fact, a competi- 
tive advantage may be derived from mere age. The youngest of 
the twelve large life insurance companies is the Prudential, of 
Newark, which was founded in 1873; the oldest, the New York 
Mutual Life, dates back to 1842. New companies are naturally 
handicapped when competing with the old-established ones. How- 
ever, the Middle West started, in a small way, almost simultane- 
ously with New England and New York; the Northwestern 
Mutual is over eighty years old. How little the age situation can 
serve to explain the lag in the Middle West is best illustrated by 
the fact that only two among the five companies which are larger 
than the Northwestern are older as well, and that four other large- 
scale eastern companies which are some fifteen to twenty years 
older than the Milwaukee firm are behind it in size.*4 

As to Chicago itself, its first life insurance firm, the Illinois 
Insurance Company, began operation as early as 1839.75 In the 
1840’s there followed a period of insurance boom, with insurance 
substituting for banks which disappeared in the crisis of 1837.” 
The foundations of the insurance business were laid almost as 
early as in any other part of the country. By 1871 Chicago was 


23 Cf. S. H. Nerlove, ‘“‘The Investment Element in Life Insurance Contracts,” 
Journal of Business of the University of Chicago, I, No. 3 (July, 1928), 273-93. 

24 Cf. Appen., Table 6. 

*s According to A. T. Andreas, History of Chicago (Chicago, 1885), p. 635. 

%* Cf. B. L. Pierce, A History of Chicago, Vol. I (New York, 1937), chap. vi. 
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the seat of seven life firms, mostly small, in addition to some fifty- 
three agencies of outside institutions. True, between 1850 and 
1868 a development of unparalleled rapidity took place in the 
East, largely as a result of “delusive dividends and faulty re- 
serve plans,”’ combined with the system of paying premiums with 
notes, all of which was permitted by the “novelty of the business” 
and “the almost universal ignorance even among those who were 
in control of the companies as to the basic principles of the busi- 
ness.”?7 But since this unsound growth broke down in the 1870's, 
Chicago had a fairly even break, from there on, to start compet- 
ing—had it chosen to do so. It was not lack of age which in- 
hibited local development. 

As a further indication of this point one may consider the de- 
velopment of life insurance by states as presented in Table 2 of 
the Appendix.”* In 1881 only seven states had more assets in 
legal-reserve companies than Illinois; by 1936, nine were ahead of 
it. Of the original seven, one fell behind, namely, Maine, which 
started to lag after the beginning of the new century—typical of 
the vicissitudes which that state has suffered. The other six grew 
by leaps and bounds, as compared with Illinois. Iowa and es- 
pecially Ohio, which were very slow to start, have substantially 
outgrown Illinois since, the one beginning with the 1910’s, the 
other with the end of the eighties. Even a newcomer like Cali- 
fornia, which had no insurance business at all sixty years ago, now 
has some 80 million dollars more than Illinois in legal-reserve life 
firms. Missouri and Indiana show an almost equally superior 
record of growth. Since 1900 or later, several states in the East, 
the South, and the West seem to have been growing at a rate 
which indicates a tendency toward outgrowing Illinois in a none- 
too-remote future. Such is the case with Texas and Vermont and 
to a lesser extent also with Tennessee, Virginia, North Carolina, 

27L. W. Zartman, Yale Readings in Insurance. Life Insurance (New Haven, 
1909), chap. vi. 

28 In both Table 1 and Table 2, location of head offices of each firm, and not the 
state in which it is incorporated, has been taken as indication of its “‘place.’’ Some 
misrepresentation arises from the fact that no account could be taken of “invisible”’ 


control of one firm by another, as long as they remain nominally independent of 
each other. The number of such cases seems, however, to be very limited. 
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and Nebraska. It looks almost as if all corners of the country 
would tend to develop insurance consciousness in the sense of 
building up local business, with Chicago and its state as the only 
major exception. Obviously, neither the greater age nor the larger 
size of the leading eastern firms, substantial as such competitive 
advantages may be, can explain the fact of more rapid growth 
outside of, than in, Illinois. 


VII. POLITICAL CONTROL AND INSURANCE FAILURES 


Since its beginnings, life insurance in this country—unlike 
almost every other country—has been under a manifold system 
of governmental control which receives a particular color from 
the circumstance that it belongs among the cherished preroga- 
tives of the forty-eight individual states. The consequent variety 
of regulative and supervisory controls and taxations could not 
fail to create the presumption of some influence on the location 
of headquarters; this factor has been invoked as the main reason 
for Chicago’s underdevelopment. However, no comprehensive 
study, either of the regulations or of the taxes involved, exists. 
Their effects, if any, on the companies’ location are reduced by the 
trend toward a growing nation-wide conformity in the “spirit,” 
at least, of administrative interference,*® and possibly also by the 
fact that every firm is to some extent under the supervision of 
each state in which it sells policies. Several aspects of this control 
may be taken into consideration. 

1. The choice of a commissioner is a matter of “politics” in 
each state—and so, to some extent, may be its policies. The ap- 
plication of actuarial science to life insurance is some eighty years 
old in this country; its development was influenced, at the out- 
set, by mistaken governmental policies,*° the practice of which 
might have been, in addition, to a degree a matter of personal 
taste on the commissioner’s part. But differences between states 
as to political influence were usually greater in matters of per- 
sonal appointments than in those of policy. Insurance examina- 


29 Cf. C. W. Hobbs, The Investment Laws Relating to Insurance Companies 
(Boston, 1921). 
3° Cf. Zartman, op. cit., chap. xxvi. 
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tions are, within certain limits, held at the discretion of the au- 
thority; and the public’s trust or distrust may be influenced by its 
evaluation of the business morale of political appointees. That 
Illinois had no codified insurance law until 1936 need not have 
hurt the reputation of its insurance companies. How little regu- 
lations per se seem to matter is evidenced by the fact that as late 
aS 1933 six states had virtually no regulations. Among the forty- 
two others, one of the most important, namely, Massachusetts, 
did not limit at all the choice of securities for investment of in- 
surance funds; and Connecticut, another leading insurance state, 
left a great deal to the discretion of the companies. But Illinois 
was charged, time and again, with “incompetent and corrupt 
state supervision,”’** while Wisconsin, e.g., stood out for long as 
the midwestern state with a respectable insurance administra- 
tion. However, such circumstances could not be decisive in the 
long run, in view of their temporary character; and it is doubtful, 
to say the least, that they have ever become sufficiently alarming 
to influence public opinion and “sales talk.’ Nor is it proved 
that local business had been materially influenced by the political 
nature of supervision. Cases of insurance commissioners having 
taken money or of attorneys having unusually intimate connec- 
tions with the department have been rumored—in Illinois no 
more than in many other states. But the rumors date far back, 
and there is no reason to assume that subtle differences—if any— 
in political efficiency and honesty could have been a /a longue de- 
cisive in the competitive situation.** 

2. Another administrative factor of differentiating influence 

3* Chicago Daily Tribune, August 7, 1929, editorial. Somewhat similar attacks 
were made against Missouri, when in March, 1913, it passed House Bill No. 756, 
permitting life insurance companies to own the stock of similar companies. 


32 The general public gets aroused only on spectacular occasions, such as by the 
report of the Armstrong Legislative Investigation Committee of New York (1905) 
or at times of crises—and then in a general, rather than in a discriminative, fashion. 

33 If “special taxes’’ imposed by the states on all companies (including the 
‘foreign’”’ ones) indicate the thoroughness of supervision, Illinois (1936) is cer- 
tainly “‘prominent,”’ with almost 7 million dollars collected in licenses and fees, as 
against 3.7 million dollars in Connecticut and 2.2 millions in Wisconsin (Best’s 
Insurance News (Life Ed.], April, 1938, pp. 860-62). 
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might have been the taxing policy of Illinois. The curious experi- 
ment in taxing “foreign” fire insurance companies has already 
been mentioned. A somewhat unique capital stock (or “corporate 
excess’) tax was imposed in 1872 on Illinois corporations; its 
moderate rates apply on the part of corporate fortune which is 
not assessed for property tax; “foreign” firms are exempt (since 
1875).34 This may explain why some local insurance firms have 
been incorporated under the law of neighboring states. But on 
the whole, this tax system, which is sometimes thought of as re- 
sponsible for keeping life insurance away from Illinois, could not 
have had more than minor effects. It is enforced in the same 
“liberal” fashion as is the case with the personal-property tax 
levied by political units in Illinois and especially in Cook County.*5 
Nor could differences in taxes, even if they were substantial, be 
decisive for the location of headquarters. Fraternals are virtually 
everywhere tax exempt.** As to companies, a recent study of pre- 
depression conditions has established that, for example, Connecti- 
cut used to tax the Travelers’ group seven and one-half times 
higher than New York, and thirty times higher than Massachu- 
setts, taxed comparable units; the burden on mutuals was thirty 
and twenty-five times higher in Connecticut than in the two com- 
peting states, respectively. “The effect of this discrimination by 
the State of Connecticut against its own companies does not seem 
to have restricted their growth .... ; but it has had a deterrent 
effect on new companies choosing sites.’’37 (Connecticut interests 
used to incorporate subsidiaries under the charter of other states.) 
However, no similar discrimination, which might have deterred 
new companies, has been applied in Illinois; and still less could 
the taxes have been responsible for inhibiting the growth of old 


34 Cf. Illinois Tax Commission, Sixteenth Annual Report (Assessment Year, 1934; 
published in 1937), pp. 95 ff. 

38 A leading local company wrote the present writer as follows: “‘There is no 
appreciable tax burden laid upon the companies, so that is not the reason why they 
have not done better in Chicago.” 

36 Cf. E. J. Dunn, Taxation of Fraternal Beneficiary Societies (National Fraternal 
Congress); and A. W. Fulton, Taxation of Premium Income (Chicago, 1937). 

37 Philip L. Gamble, Taxation of Insurance Companies (Albany, 1937), pp. 57 ff., 
the only scientific study in the field. 
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firms. As a matter of fact, domestic life companies in Illinois are 
not burdened either by premium taxes (“foreign” companies have 
to pay 2 per cent of their gross premiums less certain deductions) 
or by a corporate income tax, while, for example, Wisconsin and 
Indiana companies are taxed in their respective home states at 3 
per cent of their gross premiums and New York corporations carry 
a I per cent premium tax as well as a 43 per cent tax on their ap- 
portioned net income. 

3. What might affect public confidence in the companies as a 
group in a state or city is their record, over a period, of either un- 
impaired success or of failures, a record which, in turn, largely de- 
pends on the policies of the insurance authorities. Fraternals may 
again be disregarded on account of the difference between a “‘cer- 
tificate” and a “policy” —the first, a promise to collect and pay 
to the beneficiary, even in case of impairment (by enactment of 
corrective by-laws), while the second is a “closed” contract and 
definite obligation without further recourse on the insured except 
through bankruptcy.* Consequently, there is no common yard- 
stick, and the scaling-down of the fraternal certificate is a much 
simpler and more flexible matter than the adjustment of the ob- 
ligation of a legal-reserve life insurance company through receiver- 
ship.*? As to the latter, of all the states, Illinois had the largest 
number of life insurance failures during the period 1928-36, with a 
total record of thirteen companies with almost 150 million dollars 
of assets, several of which went into actual receivership;*° but only 


38 Fraternal Life Insurance, published by the National Fraternal Congress 
(Indianapolis, 1938), hints at earlier troubles of the associations by the remark that 
the so-called Mobile Bill of 1910 improved their financial conditions (p. 68) “‘by 
the requirement of steps that would lead them to ful! 100% solvency.” 

39 It may be mentioned in this connection that the Reconstruction Finance Com- 
pany has been of very little help to the insurance business in the crisis; it loaned the 
companies altogether 90 million dollars—none to fraternals—out of its total loans 
of 1,128 millions (end of 1932) (Quarterly Report of Reconstruction Finance Company, 
June 30, 1934, p. 6). 

4° According to M. Yanovsky, “‘Recent Life Insurance Company Failures in the 
State of Illinois,” University of Chicago dissertation, 1935 (mimeographed); cf. 
also E. T. Halaas, ‘“The Investments of Life Insurance Companies,” University of 
Chicago dissertation, 1933 (mimeographed), chap. xii; and S. S. Huebner and D. 
McCahan, Life Insurance as Investment (New York, 1933), chap. vii. 
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four legal-reserve companies of any importance were among those 
“disciplined.” Chicago’s record case of insurance mortality in 
the depression was the National Life Insurance Company of the 
United States (“saved” by Hercules Life, which was entirely owned 
by the mail-order house of Sears, Roebuck and Company), ex- 
ceeded only by a case in Los Angeles and one in St. Louis.“ In- 
cidentally, insurance in St. Louis is now pro rata almost as much 
behind the eastern centers as in Chicago, while in Milwaukee, 
which is by far the largest insurance center of the region, no failure 
has occurred within two generations. 

However, eastern life insurance has not always had easy sled- 
ding, as witnessed by the numerous receiverships (largely because 
of corrupt management) between 1868 and 1880, reducing the 
total volume of insurance in force from 2 billion dollars to less 
than 1} billions. Five eastern companies failed in 1868-69, seven 
in 1870, two in 1871, thirteen in 1872. The dramatic peak was 
reached in 1875, with the catastrophe of the North American Life 
of New York. Other outstanding firms, such as the Mutual Life 
of New York, were under the fire of public criticism at about the 
same time.*? Yet the troubles of one company did not impair the 
success of the others. It is not likely that the fate of separate firms 
would be bound together, more than temporarily, through the 
fact of common location. Nothing short of serial bankruptcies, 
extending over a longer period, could have the effect of definitely 
undermining confidence toward every unit in the same area; and 
nothing similar to the wholesale failures of banks by states or 
cities has occurred in the insurance field. 

As for the last twenty-five years, the South has fared far worse 
than the Chicago area—with ten southern life companies “re- 
tiring” since 1915 and “exposing policy holders to possible loss’’4 

# According to a compilation provided by courtesy of the Alfred M. Best Com- 
pany (New York), which tabulates altogether forty-nine life insurance failures with 
losses to the policyholders in the United States and Canada since 1879, forty-two 
of which occurred since 1925. 

# Zartman, op. cit., p. ot. 

43 Cf. Elizur Wright, Politics and Mysteries of Life Insurance (Boston and New 
York, 1873). 

44 Huebner and McCahan, op. cit., p. 282. 
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—which does not seem to have greatly affected the insurance 
growth of that region. Nor was Chicago in any way conspicuous 
for insurance failures before the last crisis; if such failures would 
have a major effect on the long-run development, Illinois ought 
to be ahead, rather than behind, other areas, including most of 
the East. All this refers, however, to life insurance. Chicago fire 
and marine insurance underwriting has been deeply affected by 
the failure of the Trade Fire Company, which went out of busi- 
ness in 1906, rather than to levy a new assessment and to carry its 
share in the San Francisco catastrophe. 

4. This brings up again the question of life insurance control 
by state authorities. Illinois is widely charged, as mentioned 
above, with responsibility for Chicago’s underdevelopment in the 
past. It is an argument current among businessmen that in IIli- 
nois the lack of strict rules and of a competent administration 
(previous to the present setup) has been a deterrent from venture 
in the field by permitting the competition of unsound growth 
leading to disaster, thus discouraging local enterprise of a sound 
type. As a matter of fact, lax regulations and unsatisfactory en- 
forcement of the law should have had the opposite effect, that of 
inviting “speculators” to participate in the game. Nor was Illi- 
nois so different in this respect from many other states as to fully 
warrant the assumption in question. That laxity of political con- 
trol may be an incitement for speculatively minded capitalists 
to turn to the insurance field is supported by more evidence than 
mere a priori reasoning. Actually, insurance assets of Illinois 
companies and associations trebled in the speculative era of the 
1920’s, a rate of growth the equal of which is found only in few 
other states with major stakes in this business.‘ And published 
figures do not even provide an adequate picture; interlocking 
ownership relations without official merger into one firm are hid- 
den to the statistician’s eye. Before the last crash a company 
with head offices in Chicago was on its way toward absorbing 
several already more or less affiliated firms of substantial size; 
Chicago’s statistical rank as an insurance center would have at 


4s Cf. Appen., Table 2. 
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once greatly risen.** In brief, so far as bygone “prosperity” times 
are concerned, the weaknesses of the then dominating type of 
state supervision not only did not hinder local growth, unsound 
or sound, but actually and artificially promoted it. 

On the other hand, it was the same supervisory authority 
which directly brought about the radical elimination of the un- 
healthy growth. Contrary to bank failures in which the authori- 
ties usually interfered only after the institutions were under a run 
or exhausted, insurance companies came under one form or 
another of enforced liquidation in the large majority of all “‘dis- 
tressed”’ cases by the action of a commissioner who discovered 
fraudulent manipulations or anticipated forthcoming difficulties. 
As a matter of fact, scarcely a single American life insurance fail- 
ure of the last twenty years or so has been preceded by actual in- 
ability of the distressed institution to fulfil its current obligations; 
nor did any loss to policyholders arise except in a very few and 
minor instances. In most cases the current inflow of new pre- 
miums was sufficient to cover the maturing obligations of the 
company, even without recourse to the liquidation of assets. In 
many cases the closing of the company might have been avoided 
if the firms had been allowed such a book valuation of their long- 
term assets as has since been vindicated by the market develop- 
ment of their holdings. A change of the assumed nominal interest 
rate underlying the structure of liabilities would have had the 
same result, and even more effectively so. Of course, such 


“Tt was the Security Life (now in liquidation) whose far-reaching interests, 
acquired at speculative prices in 1929-30, are tabulated below, as of December 


31, 1931.* 
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valuations are partly, and the nominal assumption of interest 
rate is largely, an arbitrary matter; but such relief for a period of 
a few years might have permitted the adjustment of some indi- 
vidual companies to the strain. After having overlooked the 
practices which brought about the companies’ difficulties, the 
Illinois commissioner displayed in the last crisis more than aver- 
age strictness in “clamping down” on the sinners. Whether or not 
the methods applied could not have been “smoother,” the action 
was, as a whole, certainly justified; but the moral of the story 
is undoubtedly that, up to the crisis, it could not possibly have 
been political control which inhibited Chicago’s development; it 
has rather been instrumental in permitting an overgrowth which 
caused the subsequent necess.ty of amputations. 

5. One more consideration arises in this connection. Couldn’t 
the regulated character of insurance business, i.e., the fact that 
the entrepreneur in the field had to do not only with the market 
but also and in a substantial measure with political authorities, 
have had a discouraging effect in an era in which the free action of 
enterprise and the distaste of “politics” were dominant? This 
would explain the reluctance of local interests in a rapidly growing 
city with strong individualistic tendencies for a regulated business. 
But why should Chicago have been different in this respect from 
many other American centers, especially if it is true, as it appears 
to be, that supervision and regulation in Illinois were too lax 
rather than too rigid? 


VIII. SAVINGS HABITS 


Nor does the distribution of insurance leadership over the 
country bear much relationship to the economic character of cities 
or states, or even to their total or per capita wealth or to their in- 
dustrial development. Of course, agricultural towns are, on the 
whole, as little able to afford major insurance companies as are 
miners’ settlements; nor will any be found in Schenectady (New 
York) or Youngstown (Ohio), i.e., in purely industrial places of 
moderate size. It usually takes some “diversification” of a town’s 
financial development. As to wealth, Michigan and Illinois cer- 
tainly provide as much or more of an abundant life, either in terms 
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of physical goods or of cash liquidity, as does Wisconsin; but they 
provide very much fewer insurance facilities. Nebraska possesses 
almost as much of the latter as Indiana, more than Minnesota, 
and twice as much as Kansas, all of which is entirely out of pro- 
portion to the relative wealth and banking resources in those 
states.*’ 

One might ask whether the relative position of cities in in- 
surance management has something to do with the savings habits 
of the respective populations. No data on the flow of premiums 
from individual localities or states have been compiled for pub- 
lication. A few samples collected from individual companies 
indicate that, for instance, five leading Connecticut life insurance 
firms receive a growing amount and percentage of their annual in- 
come from Illinois. In 1936 the receipts of Travelers’ Life, Hart- 
ford (including group insurance), were almost $8,000,000 from 
Illinois, as against $3,600,000 from Connecticut, $5,300,000 from 
Colorado, $3,200,000 from Massachusetts, $2,700,000 from Mich- 
igan, $28,000,000 from New York State (!), $3,500,000 from New 
Jersey, and almost $7,000,000 from Pennsylvania. On the other 
hand, the Northwestern, in Milwaukee, attracted in the same 
year $13,400,000 from Illinois, $4,400,000 from Iowa, $6,300,000 
from Michigan, but also $18,900,000 from New York and $3,200,- 
ooo from New Jersey (only $10,800,000 from the home state). As 
to Illinois life companies, they have developed little business east 
of the Alleghenies; the twelve largest companies in the state 
(with more than $600,000 annual premium income each) receive 
37-1 per cent of this income from Illinois, 19.1 per cent from the 
other four states around Chicago, 6.4 per cent from Ohio, and 
4.8 per cent from Texas.*? 

Obviously, location of head offices is, on the whole, only im- 
portant for the writing of life policies in the case of small com- 
panies, as is further indicated by the fact that quite a fraction of 
premiums paid in this country go to major British and Canadian 
companies. Of course, the richer and the more developed the in- 


47 Cf. Appen., Tables 1 and 6. 


48 Through courtesy of the Spectator Co. # Cf. Appen., Table 9. 
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dividual state, the greater its share in the total funds which the 
public pays for its life insurance. Apparently, some of the large 
companies reside in or near the areas from which the largest 
amounts of their revenues originate. But this may conceivably 
be accidental, and certainly is not always the case; it may also be 
that the business has been built up with more energy in and 
around headquarters than elsewhere. At any rate, in a world of 
modern means of communication and technique of salesmanship, 
physical location has little relevance to sales’ success, which de- 
pends on the strength of the distributing agencies and the repu- 
tation of the company. 

The foregoing data on premium revenues by states may be re- 
garded as symptoms that the per capita amount devoted annually 
to life insurance is larger in the East than in the Middle West. 
This is significant as a further indication of differences in savings 
habits. It is natural, indeed, that the area where savings are most 
likely to be available for the type of investment represented by 
life insurance should attract the efforts of the companies more in- 
tensively than other regions. Nor can it be mere accident that, as 
has already been mentioned, the area of main concentration of 
insurance coincides pretty well with the region in which the bulk 
of mutual savings banks is located. It is the same region, more- 
over, in which per capita thrift deposits of all kinds are by far the 
highest in the country. They amounted in Illinois, including the 
members’ investments in building and loan associations, to $223 
in 1929 and $115 in 1934; the corresponding figures were $633 and 
$572 in New England, and $596 and $527 in New York State.*° 
Ohio leads the Middle West (with $369 and $227), and Wisconsin 
is second; otherwise people in Illinois appear to be more “‘thrifty”’ 
than the population of any state except two outside of the com- 
paratively small territory of the North Atlantic region." The dif- 
ferences even within the Middle West are not likely to be ex- 
plained by mere reference to comparative per capita wealth. 

However, the volume of thrift deposits and similar savings 


s° Appen., Table 5, and Palyi, op. cit., pp. 34 ff. 
s* The two states are, as one would suspect, in the west: California and Utah, 
with $311 and $128, respectively (in 1934). 
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bears no necessary relationship to that of insurance premiums; 
Illinois has more than twice as much thrift deposits as Iowa, while 
the latter has more than twice the former’s insurance funds. The 
average man who does not care to take advantage of such a slow 
process of capital accumulation as a savings passbook may still 
be and very often is inclined to protect his family and himself by 
investing in a life policy. Besides, the comparison is of question- 
able value, since the dollars in savings passbooks and on similar 
thrift accounts are a doubtful yardstick of the actual volume of 
“savings”; time and even demand deposits may and do serve the 
same purpose, especially so in the present era of extremely low 
interest rates. All that can be said is that apparently a larger 
volume of thrift money is available in some parts of the country 
than in others. But this factor could not have been of major sig- 
nificance for the present issue, as indicated indirectly by the fact 
that, e.g., in 1928, in payments to policyholders and beneficiaries 
by life insurance companies, Illinois was third among the states 
and Chicago second among the cities.” 


s? “Payments to Illinois residents (in 1928) totaled $173,500,000 and to Chica- 
goans $42,500,000” (Chicago Daily Tribune, August 7, 1929). 


[To be continued] 














THE RICHEY-HABERLY INDEX-NUMBER METHOD OF 
PUBLIC UTILITY VALUATION 


F. A. MANCINA’ 


N CONSIDERING the petition of the Peoples Gas Light and Coke 
Company for a permanent injunction restraining the Illinois Com- 
merce Commission from enforcing certain rates, the Circuit Court of 
Illinois has had occasion to weigh the evidence and to rule expressly 
upon the index-number method as the basis for the reproduction cost 
valuation of public utility property.” 
The Master in Chancery, in his report to the Circuit Court, had this 
to say, in part, in regard to the Richey-Haberly appraisals: 


Their appraisals trended the original cost of the property to the dates of 
their appraisals by use of index numbers which were designed to reflect the 
changes in the prices of materials and labor between the dates of the original 
installation of the properties and the dates of the appraisals. Although desig- 
nated as estimates of the cost of reproducing the property, those appraisals 
could perhaps more accurately be described as restatements of the original 
cost of the property so as to reflect present prices. .... The original cost, 
if stated in dollars of the original purchasing power, could not have much to 
do with the present cost, except by coincidence. If the number of dollars is 
changed to reflect present purchasing power, the result is to restate the origi- 
nal cost in terms of present cost. When so stated, with reasonable accuracy, 
the original cost becomes relevant. The evidence fully supports the conclu- 
sion that the Richey-Haberly appraisals are reasonably accurate. 


The Circuit Court in its decision said: 


It is clear from the evidence that the Master was correct in stating that the 
Richey-Haberly appraisals are reasonably accurate and are of a material 
value as a check upon the estimates of reproduction cost new. I sustain the 
Master’s finding that the reproduction cost new of the property of the plain- 
tiff (including land at its present fair cash market value) used and useful in 
plaintiff’s public utility business, is not less than $158,180,367. .... 


* Mr. Mancina is a teaching assistant in the School of Business of the University 
of Chicago. The results of his study of index numbers as the basis for the reproduc- 
tion cost valuation of public utility property were published in the Journal of Busi- 
ness, XI (April and July, 1938), 149-60, 258-76. 


? As this article goes to press, the case is in review before the Supreme Court of 
Illinois. 
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It may be of interest to note that the reproduction cost new of the prop- 
erty as determined by the index-number method was $158,478,336. 

The Richey-Haberly method of obtaining the reproduction cost new 
of public utility property with the use of index numbers may be de- 
scribed briefly as follows:’ The original cost of all the individual prop- 
erty items present in the property inventory as of any date are adjust- 
ed to the price level of the year for which valuation is desired by means 
of composite index numbers. These index numbers convert the original 
expenditure for existing property to the level they would have attained 
had they been built during the year for which the valuation of property 
is being determined. 

The composite index numbers are built up from basic indexes of 
material prices, wage rates, and job expenses. Approximately 250 ma- 
terial-price indexes, 13 job-expense indexes, and 30 wage indexes were 
computed for purposes of these appraisals. It may be pointed out here 
that the accuracy of such an appraisal depends on (1) the correctness 
of the original cost figures, and (2) the degree of accuracy with which 
the index numbers apply to the specific units of property. This latter 
point, in turn, depends upon (1) the proper selection of the indexes so 
that they apply to the particular equipment in question, and (2) the 
relative weights assigned to the various basic indexes in computing 
weighted composite indexes where such were applied. 

Both Mr. Richey and Mr. Haberly were determining the reproduc- 
tion cost new of the property. By reproduction cost new they had in 
mind “the amount of dollars necessary to be expended to reproduce the 
present plant, at price levels of indicated dates, under the original con- 
ditions of construction, but using such modern methods and construc- 
tion equipment as this company now finds feasible.’’4 


BASIC INDEXES 


The trends of materials such as cement, stone, sand, lumber, etc., 
were obtained from an analysis of the company purchases, government 


3 The material for this portion of the study was gathered from the evidence pre- 
sented in the I/linois Commerce Commission Cause No. 23780, Peoples Gas Light and 
Coke Company v. Slattery et al. 

A careful study was made of the direct and cross-testimony of Mr. Albert S. 
Richey and Mr. Francis S. Haberly. Mr. Richey appraised the company’s property 
as of January 1, 1936. Mr. Haberly appraised the company’s property as of March 
15,1937. Mr. Haberly served as Mr. Richey’s first assistant on the 1936 appraisal. 

4 Richey-Haberly testimony, Jilinois Commerce Commission Cause No. 23780, 
pp. 1420-21. See W. J. Graham, Public Utility Valuation (Chicago: University of 
Chicago Press, 1934), p. 3- 
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data, manufacturers’ quotations, and trade publications. The trends 
of labor rates were obtained from the company’s records, contractors, 
and trade associations. From the company’s experience sheets an anal- 
ysis of job expenses for various jobs was made. These data were then 
assembled into indexes of material, labor, or job expense, whichever 
was appropriate. 




















TABLE 1* 
INDEX OF COST OF CEMENT DELIVERED IN CHICAGO, 1880-1936 
Date Index Date Index Date Index 
BR ses enw 137.78 BOOS... .2cce0) F309 EES 106.15 
Pcccckasicas 116.11 a 76.33 TS 102.46 
Sees a ee eee 79.47 Re canto esnea 107.08 
ae 100.95 |] 1904........ 57.15 keh ie ee 108 .00 
eee O5.76 & 2005. ...... 55.98 a tecenel SES 
ree 92.28 pe 61.85 ME ck cee gasas 103.85 
ee 92.28 a 64.59 ee ere FOU 
ee ee 923.298 8 1908........ 57-15 IN icra actaint ...| IOL.54 
ee 98.36 B 1600.....055. EO © MIM a cs ciwcnsvs 98.31 
a ee SO.t5 B§ t98O.......% Sf SO are 96.00 
Ras acca O6.28 BE 8008 ....005% 57-15 OE ccd evahaves 80.77 
OT 100.08 |] IgI2........ 51.67 Sexiness ews 71.15 
- errr 99.28 © 808S........ 61.85 ET ee ee 85.77 
ee SU! eee 58.62 || rst half 1934.....| 100.00 
RS ncaa sales 82.75 SE. aces os 61.39 || June 30, 1934.....] 100.00 
2d half 1934.....| 100.00 
ee 77.12 a 72.46 
re 98.29 I] 19017........ 88.15 || rst half 1935.....] 101.92 
SPIN Bee: 97.88 8 I918...-.... 100.15 |} June 30, 1935.....| 103.85 
Se 978.29 |] 1010........ 107.08 2d half 1935.....| 101.92 
ice ncNaaes 80.25 eer 105.69 || Jan. 1, 1936.... 89.23 
Di éiinsa ee 84.55 


























* June 30, 1934, is the base. Source: Company Exhibit 33, Jilinois Commerce Commission Cause 
No. 23780; data from: Engineering News-Record, Chicago Journal of Commerce, Consumers Company, 
and Bureau of Labor Statistics. 

In Table 1 is presented the index of cost of cement delivered in Chi- 
cago. Similar indexes were computed for all materials necessary to 
successfully carry out the appraisal. This index of cement costs shows 
for each date the price of cement delivered as of that date related to 
the price of cement delivered on June 30, 1934. 

The index in Table 2 shows for each date the hourly wage paid to 
carpenters as a percentage of the hourly wage paid to carpenters on 
June 30, 1934. Similar indexes were calculated for all types of labor 
that would be necessary to reconstruct the property. 

The index of job expense for plant construction consists of costs of 
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construction equipment such as steam shovels, concrete mixers, hoist- 
ing engines, air compressors, portable saws, and pumping equipment 
and includes costs such as materials for bracing, shoring, and truck 
runways. This is one of thirteen similar indexes used in the appraisal. 
The index numbers of job expense for plant construction for the years 
1880-1936 are presented in Table 3. 











TABLE 2* 
INDEX OF HOURLY WAGES OF CARPENTERS IN CHICAGO, 1880-1936 
Date Index Date Index Date Index 
eee 22.60 || 1901....... ee reer 89.30 
See 24.69 |] 1902........ aoe > er 76.19 
Geis cancer eg ere CR) Go eee 82.82 
6 8Kswleey 94.87 B 9606. .....5. eee 89.83 
eee fe ee ae oe FS ee 04.17 
| eee 23.75 
eee 24.79 © 2006........ So 106.74 
Sb kaxasckes 25.83 aa 42.90 rer ee 114.29 
aa 25.73 || 1908..... ..| 42.86 SA 114.29 
Pi osisdunbe 26.35 |] 1909........ 45.71 is 6b uw kwh 117.03 
Gewccseees 96.67 B 3980. ....... 45.71 RG ic cam anwonnd 121.83 
1891 - 2 | Sere 45.71 RS iss a eRek us 123.81 
| ee 96.67 H t082...... -| 47-92 ee 104.61 
Ee f ) gee re ew le Se 100.00 
Ray sacwauce 26.67 ji 19014........ 49.52 || rst half 1934..... 100.00 
SG ciccncakn 26.67 Se 51.73 || June 30, 1934..... 100.00 
2d half 1934.....] 100.00 
ere 26.67. B 2gn6........1 $8.23 
are 26.67 |i 1917........ 53-33 || rst half 1935..... 100.00 
| Eee 28.57 |] t918........] 57-75 || Jume 30, 1935..... 100.00 
Bc aicvecaes 32.38 || 1919..... .| 69.87 || 2d half 1935.....] 100.00 
eee OA. 20 BOOED. «canes 88.91 || Jan. 1, 1936..... 114.29 


























* June 30, 1934, is the base. Source: Company Exhibit 33, Jiinois Commerce Commission Cause 
No. 23780; data from: Building Construction Employers Association and Bureau of Labor Statistics. 


This index includes an adjustment for increased efficiency of modern 
equipment and for the greater use of such equipment under present 
methods of construction. This necessarily results in correspondingly 
decreased labor requirements and will tend to lower production costs 
under present conditions as compared to original cost. More will be 
said about this adjustment later on. 


COMPOSITE INDEXES 


These basic indexes were combined into composite indexes reflecting 
the over-all trends of costs of various types of construction. Any one 
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of these composite indexes may be applied to several types of equip- 
ment used in various property accounts and is in itself made up of a 
number of different material, wage, and job-expense indexes. 

The relative weights assigned to the component basic indexes com- 
prising a composite index were determined by (1) an analysis of com- 
pany cost records, and (2) discussion with company officials, which was 


































TABLE 3* 
INDEX OF JOB EXPENSE FOR PLANT CONSTRUCTION IN CHICAGO, 1880-1936 











Date Index Date Index Date Index 
Re 86.40 
Rk pnkicaken 92.44 I] I190T........ 8 eee 96.46 
er 8 8 ere 120.91 I nik oe enannned 98.58 
SR bs ixantad 95.60 B IG8S........ ED ere 104.16 
Se “ef eae eS oe 99.72 
i saccarn athena 99.69 |] 1905........ 125.51 Pe reesennsnns 97.39 
Rey 96.98 || 1906........ 127.62 RIN sicareod ote diacein 98.48 
ee 305.27 DB BG07. «2000. ee 97.01 
Se sog.Se 5 2908........ eS lO eee 96.76 
Se se6.sr § £900.......: eS ere reer 98.18 
Sb iceciwxess 110.74 |] IQI0........ SOD Oe BOK cicinsceccncs 07.24 
Ss wicca suai 108.46 |] IQII........ Oe ee 03.72 
| ee 309.968 7 1082........ es eee 93.16 
Ss cod aaa eS tS re Nk iin cease 93.49 
eee: O0.08 B OOEBs << <000 95.03 || 1st half 1934..... 98.51 
a 304.08 B I985........ 87.79 || June 30, 1934..... 100.00 
2d half 1934..... 98.97 
ee 104.83 |] 1916........ 88.45 
eee ee ee 094.16 || rst half 1935..... 98.57 
RASS 106.29 || 19018........ 88.25 || June 30, 1935..... 98.62 
Ns iene acines ee eee 96.84 || 2d half 1935.....| 98.61 
Sern 392.33 § 8900........ 110.83 |} Jan. 1, 1936..... 98. 56 


























* June 30, 1934, is the base. Source: Company Exhibit 33, JWinois Commerce Commission Cause 
No. 23780. 
necessary for items not broken down in the company records. For in- 
stance, work orders indicate expenditures for concrete but do not indi- 
cate separately the expenditures for the cement, sand, and stone of 
which the concrete is composed. 

As an illustration of the method by which a composite was construct- 
ed, the relative weights assigned to the basic indexes necessary for the 
index of the cost of concrete used in walls, floors, and roofs is presented 
in Table 4. 

In combining these eleven basic indexes the relative weights assigned 
represent the proportionate number of dollars for each of the eleven 
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elements entering into the construction of concrete for walls, floors, 
and roofs as of the base period. The composite indexes Richey and 
Haberly used were weighted aggregatives of prices with fixed weights. 
The weights used were as of the base period. Whenever the weights 
of the base period differ appreciably from weights necessary to con- 
struct property during the year for which valuation is desired, the theo- 
retical conditions of reproduction cost would not be met. 


TABLE 4* 


WEIGHTING OF BASIC INDEXES FOR OBTAINING COMPOSITE 
OF CONCRETE FOR WALLS, FLOORS, AND ROOFS 

















Basic InpExEs Usep ror CoMPosITE RELATIVE 
WEIGHTS 
ASSIGNED 
Description Number (Per Cent) 
Material: 
I oh ah Sila aa wie ic alee Saiace M-4 11.5 
CS aos ateaet wae Gills Coa aeee aaa M-34 2.7 
Pcie siavibbiotigienccowee M-32 6.8 
ak ac gle ke wana M-3 16.1 
ee eee M-11 7.1 
Labor: 
ES ee L-14 27.4 
Hoisting engineers................. L-2 0.6 
Cement finishers and mason foremen. L-5 3.7 
CEE ca Kevennses kanes s ceed L-4 20.7 
Job expense: 
0 EE ee reer E-2 2.6 
Construction SFM. .....ccssccscess E-3 °.8 
Total: Concrete for walls, floors, 
PEE Ci veadecwahseecies C-7 100.0 











* Source: Company Exhibit 33, JUinois Commerce Commission Cause No. 23780. 


APPLICATION OF THE COMPOSITE INDEXES 

For each item in the property inventory, its original cost was carried 
forward to the year of valuation by multiplying it by the reciprocal of 
the index number which applied to that item. That is, if in 1913 $5,000 
had been spent for an item of property, the reproduction cost of that 
item as of June 30, 1934, would be $5,000 multiplied by 1.7473, or 
$8,737, if the assumption is made that the index number of costs in 
1913 with June 30, 1934, as a base was 0.5723. Richey and Haberly 
would have saved themselves approximately 50 per cent of the time 
and work incurred for this step if they had divided by the composite 
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index number instead of first finding its reciprocal and then multiply- 
ing. To bring this item of property to a reproduction cost new as of 
January 1, 1936, the reproduction cost new as of June 30, 1934, was 
multiplied by the composite index number of the item’s costs on Janu- 
ary 1, 1936, with June 30, 1934, as a base. The total of all items for an 
account brought forward in this manner would be the reproduction 
cost new of the account as of January 1, 1936. The total of all property 
accounts similarly treated would be the reproduction cost new of the 
company’s physical plant as of January 1, 1936. 


ADJUSTMENTS TO THE INDEXES 


Messrs. Richey and Haberly made the following adjustments to 
their indexes whenever they felt it was necessary to meet correctly 
their definition of reproduction cost. 

First, an adjustment was made to eliminate variations due to high 
or low efficiency of labor wherever this efficiency (or inefficiency) was 
due to outside influences. For example, during the war period the gen- 
eral efficiency of labor was low, due primarily to the disturbing influ- 
ence of the war and the extremely rapid increases in wages. “Such 
property as was built during the period is here reproduced at costs 
reflecting a present labor efficiency, rather than an abnormally low one 
with consequent high costs.’’s 

The second adjustment made was for the gradual improvement in 
equipment used in construction work. 

This was accomplished by multiplying the indexes of labor by factors 
which reflect the results of our studies and consideration of such betterments 
in productivity of labor, due to the use of such facilities. All of this, in sub- 
stance, is recognizing and giving effect to modern and improved methods, 
with the resultant reduced costs of construction.® 


Third, an adjustment was made for the number of hours worked per 
week. Decreases in hours per day (or per week) tend to increase the 
relative costs of items such as field supervision, because such items are 
largely a fixed daily or weekly charge which remain the same even 
though the work done per day (or per week) is decreased. 

In criticism of the adjustments made, which were intended to reflect 
the relative productivity of construction labor as applied to the com- 
pany’s reproduction cost new, it may be said that: (1) the adjustments 

5 Richey-Haberly testimony, Illinois Commerce Commission Cause No. 23780, 
Pp. 1427. 

6 [bid., p. 1429. 















PUBLIC UTILITY VALUATION 87 


were, in part, not a matter of fact but the opinion of company officials; 
(2) the use of nation-wide averages for union labor assumed that the 
productivity of union labor varies uniformly throughout the nation. 
At least, the assumption here was that the performance of contract 
labor in Chicago would vary as the nation-wide average does; and (3) 
the various kinds and classes of labor necessary to reconstruct the plant 
were not considered. That is, the adjustment for productivity should 
reflect the productivity of the different kinds of labor weighted accord- 
ing to the amounts of those classes of labor that go into the construc- 
tion of the property. 











FINANCING THE DISTRIBUTION OF FRESH 
FRUITS AND VEGETABLES—Continued 


E. A. DUDDY* 


OT all buyers will agree to the use of the accommodation 
N draft as a means of payment, since they have no oppor- 
tunity of recovering any part of their investment in the 
car before making payment. When the bargaining power of the 
seller is weak and the credit rating of the buyer is good, the buyer 
may be able to get the delivery of the car after paying freight 
charges, and will remit the purchase price after he has had an 
opportunity to sell part or all of the contents. The buyer thus 
economizes his working capital, and the seller has to wait for his 
money. 

Sale on a delivered-price basis.—Sale on a delivered-price basis 
to a buyer in a terminal market involves purchase at an agreed 
price, but the car is subject to inspection after arrival. If there is 
doubt in the buyer’s mind regarding the condition of the car, he 
may refuse to pay the price agreed upon. Unless inspection by the 
Department of Agriculture is called for, the buyer fixes the value 
on the basis of current market prices. The seller has little oppor- 
tunity to bargain. While it is conceivable that a draft against the 
consignee might be used in this case, the more usual practice is for 
the buyer to remit after purchase has been made. Sales through a 
terminal auction market partake of this nature, though here the 
seller must have a broker or sales agent to represent him. In a sale 
through the auction the seller is sure of remittance on the day the 
car is sold. 

Sales in the terminal market.—Sales of carlot quantities made to 
a buyer within the terminal market are for cash, settlement being 
made typically within twenty-four hours. Transactions between 
jobbers are settled twice a week. Retailers buying from jobbers 


* Mr. Duddy is professor of marketing in the School of Business at the University 
of Chicago. The first instalment of this article appeared in this Journal, XI, No. 4 
(October, 1938), 376-94. 
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are usually given ten days’ credit. Buyers on the auction are 
given a line of credit which is determined by their financial status, 
moral rating, and volume of auction purchases. All bills, how- 
ever, are payable on the Monday following the date of purchase. 

Carlot sales to buyers outside the terminal are negotiated with 
buying brokers located in the terminal, or by wire and long-dis- 
tance telephone to wholesalers and jobbers in other markets. 
Where a buying broker makes repeated purchases for the same 
wholesaler, he will often pay cash for the car he buys for his 
client. Cash may also be demanded by the seller when the credit 
rating of the buyer whom the broker represents is not acceptable 
to the seller. Complications arise when the broker’s principal re- 
jects the car which the broker has bought and paid for. In these 
cases the Department of Agriculture as the administrator of the 
Perishable Agricultural Commodities Act has ruled that the prin- 
cipal is responsible for the acts of his agent and is fully liable for 
payment provided the broker has a contract with the principal 
and discloses his principal to the seller. If the principal is not 
known to the seller, the broker may be held for payment. 

The usual method of collection for cars sold out of the terminal 
to eastern buyers on an f.o.b. or delivered basis is for the selling 
firm, usually a distributor, to draw a seven- to ten-day draft 
against the buyer. The draft is credited to the account of the sell- 
er by his bank and mailed with delivery order attached to the 
bank’s correspondent in the market where the buyer is located. 
After inspection by the buyer, the car, if satisfactory, is released 
by the buyer’s taking-up the draft and getting possession of the 
delivery order. The bill of lading remains with the seller to facili- 
tate the handling of claims with the railroad in case the contents 
of the car show damage on arrival. 

Problems growing out of financing carlot sales—The problems 
grow out of the character of the transaction and the degree of 
honesty of the parties involved. Other difficulties arise because 
of the distance which separates buyer from seller; still others from 
the urge on the part of each handler of the produce to economize 
his working capital and to operate so far as possible on the secu- 
rity of the commodity or with funds belonging to someone else. 
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A further cause of trouble is the tendency of the market to change 
without warning with resulting shifting of the risk of price change 
from seller to buyer or vice versa. 

The oldest form of abuse is the failure of the commission firm 
to make a proper accounting of the sale of his client’s produce 
and the withholding of the proceeds of the sale for use in his own 
business after sale has been made and the funds are returnable to 
the consignor. Misrepresentation of the quality of the produce 
on arrival, failure to show to whom goods were sold and for what 
amounts, together with the financial weakness of many small com- 
mission firms, leaves the shipper exposed to fraud and outright 
loss of what is his due. Even in these cases in which the commis- 
sion firm is not dishonest, returns may be delayed beyond a rea- 
sonable time in order to protect a slender fund of working capital. 

In the usual type of f.o.b. transaction the shipper is exposed to 
somewhat similar difficulties in realizing upon the sale he has 
made to a terminal-market buyer. A reversal of the price trend 
while the car is in transit, or a sudden weakening of the price due 
to an overloaded condition of the market when the car is re- 
ceived, often makes the buyer critical of the condition of the con- 
tents of the car on arrival. Any variation from the expected grade 
may be made the means of forcing a price concession from the dis- 
tant seller. Unless the seller is represented by an agent in the 
terminal, he has little protection against a buyer who uses such a 
subterfuge. The record of rejections tends to show a rising trend 
on a falling market.“ The seller has the alternative of paying for 
inspection and entering suit against the buyer for the value of the 
car at the prevailing market price, but the buyer in many in- 
stances is careful to keep his demand for price concession just 
under the probable cost of such a suit and thus is able to bring the 
seller to terms. Abuses on the part of commission firms and ter- 
minal buyers have been largely corrected by the passage of the 
Perishable Agricultural Commodities Act (1930), under which all 
market agencies handling perishable produce on commission or 
™ But see R. R. Pailthorp and J. W. Park, Extent and Causes of Rejections of 


Boxed Apples from the State of Washington, Seasons 1922 to 1925 (U.S. Department 
of Agriculture Circ. 413 [Washington, 1927]). 
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for sale at a profit are licensed with the United States Depart- 
ment of Agriculture and the Produce Agency Act of 1927 (amend- 
ed in 1934, 1936, and 1937). 

There exist, also, private agencies which attempt to establish 
a rating of the financial and moral strength of members of the 
produce business. Typical of these is the Producer Reporter 
Company, incorporated in 1900, under the laws of South Da- 
kota. It issues an annual edition of the Fruit and Produce Credit 
Book which classifies members of the produce and allied busi- 
nesses according to city and state, by lines of business and 
commodities handled, by functions, and by ratings based on busi- 
ness reputation and methods, and reported credit standing. The 
ratings used are six in number and vary from XXXX, indicating 
excellent, to X=, indicating the poorest conditions."®s These an- 
nual reports are supplemented by weekly credit sheets, quarterly 
supplements, and confidential reports for those firms not given a 
letter rating. The company provides, also, for such auxiliary serv- 
ices as arbitration, collection and legal departments, traffic de- 
partments, etc. 

The seller is not entirely without fault in these marketing trans- 
actions, and cases are not infrequent where cars are “‘plugged”’ 
with low-grade or overripe produce in the hope of deceiving an un- 
wary buyer. Improper loading, or failure on the part of the ship- 
per to give proper instructions to the railroad for icing en route, 
may result in undue deterioration of the contents of the car by the 
time it reaches the terminal. It is difficult to convince the shipper 
that he is at fault, his natural tendency being to accuse the re- 
ceiver of misrepresentation. Holding overripe or damaged cars 
on track while lengthy negotiations are carried on are distinctly 
to the disadvantage of the seller. 

The effect of a rising market on the willingness of shippers to 
make good on their promises to deliver cars to buyers who have 
contracted for them on an f.o.b. basis should not be overlooked. 

*s The May, 1938, issue contains, also, the following information: usual collec- 
tion and brokerage rates and rules; trading terms; the texts of the Perishable Agri- 
cultural Commodities Act, the Produce Agency Act, and the Export Apple and Pear 


Act; the United States grades for fruits and vegetables; and summaries of common 
and statute law. 
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When there is a clear promise of a speculative advance in price, 
the shipper is loath to roll cars as freely as before. He will invent 
pretexts for delay, much to the embarrassment of the receiver 
who may already have resold the car to another buyer in the 
market with a promise of delivery by a certain date. For this dif- 
ficulty the receiver has recourse against the Perishable Agricul- 
tural Act, section 2. He may go into the market and buy an 
equivalent amount of produce and recover from the shipper the 
difference between his contract price and the open-market price. 
On a rising market the shipper prefers to sell on track at the termi- 
nal or through an auction market. 

Shippers are coming to have a bias in favor of sale for cash at 
the shipping point, even if some sacrifice of the possibility of a 
higher price in the terminal market is necessary. The willingness 
of the large chain-store buyer and the truck operator to pay cash 
in the local market, and in the case of the truck owner, right at the 
farm, has tended to strengthen the seller’s bargaining power with 
the terminal market operator buying on an f.o.b. or delivered 
basis. To compensate for this new form of competition, both the 
terminal buyer and the distributor have been forced to make a 
more liberal use of the accommodation advance. Even the com- 
mission firm has been induced to allow the shipper to anticipate 
returns by the use of the draft-bill-of-lading method. 

The bias of the receiver and distributor is to operate with as 
little use of bank credit as possible. Having obtained control of 
the shipper’s produce through the usual f.o.b. transaction, or 
under a contract which calls for a consignment sale, his strategy 
is to use the proceeds of the sale of one car to finance the purchase 
or distribution of another through building up a bank balance 
against which drafts may be drawn. Remittance for the initial 
car may be withheld for as much as three weeks by a receiver who 
is bent upon doing the maximum volume of business on a mini- 
mum amount of capital. The shipper, on the other hand, uses a 
like strategy when he exacts the largest possible cash advance 
from the receiver and distributor before releasing the car at the 
shipping-point. Even on sales by the distributor to a wholesale 
buyer in another market, settlement for the car may be evaded 
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beyond the usual time by the wholesaler’s placing of a bond with 
the railroad company to secure it against claims made upon it by 
a consignor. The procedure in this case is for the wholesaler to 
get possession of the car from the railroad without taking up the 
draft at the bank. The railroad releases the car without the pres- 
entation of the delivery order or bill of lading if the company is 
secured by the wholesaler’s bond against the claim of the seller 
(consignor) in the event that the wholesaler does not take up the 
draft drawn upon him after the car has been sold. 

This practice which prevails at some of the large eastern ter- 
minals is explained as arising from the fact that the wholesale 
market opens long before the bank opens for business and, if the 
contents of the car are not available to the consignee, the car 
must be held over for another day before it can be sold. It may 
also happen that the car arrives early on Saturday morning or be- 
fore a holiday, in which case the delay and consequent cost and 
risk of carrying the car over are aggravated. However, this may 
be, there is opportunity for the buyer (consignee) to delay pay- 
ment once he has disposed of the car and received his money. 
He is under no pressure to take up the draft, and his natural bias 
is to do business as long as he can on the selling merchant’s money. 
Since the practice is not general on all railroads, the extension of 
this privilege to wholesalers may be evidence of a form of competi- 
tion among carriers for patronage. 

Another source of pressure for working capital originates with 
the co-operative association of growers. It is especially true of 
the smaller co-operatives that the fund of working capital is in- 
sufficient to make very large advances to members who have de- 
livered their fruits or vegetables to the co-operative for sale. The 
members in turn are under pressure from their creditors to pay 
expenses incurred in growing and harvesting the crop. When the 
commodity is pooled according to grade, the grower cannot ex- 
pect to receive his final payment before the pool has been sold 
out. Under the pressure of demand from members for the largest 
possible cash payment in advance of final settlement, the sales 
manager of the co-operative is motivated to sell through those 
channels which will be most liberal in making advances even 
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though his bargaining position with respect to price may be weak- 
ened thereby. Thus the crops of many small co-operatives are 
sold through the large distributor whose financial resources enable 
him to make the advances which are necessary to keep members 
loyal to their association. It may well be true that the large dis- 
tributor can do a much better job of selling than the sales manager 
of a small co-operative, but it is still a sound principle that co- 
operatives which were organized to control the distribution of 
their members’ products should not borrow so heavily that their 
sales policies may be dictated by their creditors. 





































FINANCING OF MARKETING THROUGH GOVERNMENT AGENCIES 


Following closely upon the Capper-Volstead Act of 1922, which 
provided for the incorporation of co-operative marketing as- 
sociations under federal law, the Agricultural Credits Act of 1923 
was designed, in part, to provide a facility through which these 
co-operatives might finance their marketing operations. While 
loans could be made directly to co-operatives, such loans were 
confined to certain commodities designated by the Farm Loan 
Board, the loans being secured by warehouse receipts or shipping 
documents showing the ownership and possession of the com- 
modity by the co-operative. No fresh fruits and vegetables were 
included in the list of eligible commodities and, since the law did 
not permit of the making of working capital loans to co-opera- 
tives, no financial assistance to growers’ associations accrued 
from the intermediate credit banks for the marketing of fresh 
fruits and vegetables. The only exception appears to have been 
in the use of loans made to subsidiary credit corporations. 

Not until the Federal Farm Board began in 1929 to make 
“effective merchandising loans” to co-operative associations was 
a supply of capital for working-capital purposes made available 
through government channels. These loans were made on the 
unsecured notes of co-operatives supported by their financial 
statements. Many of these co-operatives were in such a weak 
financial position that they could not present financial statements 
which would justify a loan through commercial banking channels. 
The Farm Board also made loans to co-operatives for the con- 
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struction or purchase of physical marketing facilities “for pre- 
paring, handling, storing, processing, or merchandising agricul- 
tural commodities or their food products.” 


TABLE 2* 


FEDERAL FARM BOARD ADVANCES MADE TO Co- 
OPERATIVES MARKETING FRUITS AND VEGE- 
TABLES, JULY 1, 19290—MAY, 1933 


6 a 
Grapes and raisins................ 25,616,460 
Other deciduous fruits............. 3,428,600 
PRL don os ck servansecen'y's 1,186,125 
NS let he ere cioah ack mania 987,016 
DR i caiutansnucaraake 763 ,049 

eee Sy Sa Tee ne $35,268, 501 


* Source: First Annual Report of the Farm Credit Administration, 1933, pp. 124 and 137. 


TABLE 3 


FEDERAL FARM BOARD ADVANCES OUTSTANDING TO CO-OPERATIVES 
MARKETING FRUITS AND VEGETABLES, MAY 26, 1933, 
CLASSIFIED BY PURPOSE 














Effective -— 
Merchandising Facility Total 
Citrus fruits tale wines $ 15,000 $2,171,553 $2,186,553 
Grapes and raisins........ 5,013,757 4,935,580 9,949,343 
Other deciduous fruits... .. 850,928 996, 394 1,847,322 
ae Leaeee 239,154 pdilh aka 239,154 
Beans. .... _ Ralark = 157,475 50,000 207,475 
Miscellaneous......... ‘ 620,746 67,463 688 , 209 
CNS dia ie win crue $6 ,897 , 060 $8 , 220,996 $15,118,056 














From July 1, 1929, until the termination of the activities of the 
Farm Board in May, 1933, the total of advances made to co- 
operatives marketing fruits and vegetables were as shown in 
Table 2. Advances outstanding on May 26, 1933, were as shown 
in Table 3. 

In 1931 the Farm Board sponsored the organization of the Na- 
tional Fruit and Vegetable Exchange as a co-operative sales 
agency for local and regional co-operatives. The exchange was 
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used as a medium for giving financial assistance to local co-opera- 
tives for marketing purposes. Loans made through the regional 
agricultural credit corporations set up by the R.F.C. in 1932 
were of no assistance in the marketing of fresh fruits and vege- 
tables, since such loans as were made were either for production 
purposes or, if for warehousing and marketing, were restricted 
to nonperishable commodities which were security for warehouse 
receipts or documents discountable with the intermediate credit 
banks. Co-operatives were not eligible to receive loans from these 
credit corporations. 

Under the newly organized Farm Credit Administration, banks 
for co-operatives were set up specifically for the purpose of making 
loans to co-operative marketing associations. These loans are of 
three types: commodity loans on warehoused commodities, or 
commodities in process; operating capital loans; and physical 
facility loans. Operating capital loans may be used to finance the 
marketing of a crop by making advances to growers either before 
or after the crop is delivered. A bank for co-operatives is located 
in each of the districts in which a federal land bank is situated. 
A central bank for co-operatives, located in Washington, handles 
the larger loans of those co-operatives which operate on a national 
- basis. 

Table 4 indicates the kind of loan service available and the 
conditions under which loans may be obtained. Included in the 
list of commodities entitled to the commodity loan rate are: 
processed fruits and vegetables as well as the following fresh 
fruits and vegetables held in storage: winter apples and pears, 
citrus fruits, potatoes, edible beans, onions, and sweet potatoes. 

From the time of the organization of these banks in 1933 
through June 30, 1938, loans made to co-operatives marketing 
fruits and vegetables are shown for the twelve banks in Table s. 
The data of Table 5 include all types of loans. An analysis of 
loans made during 1937 according to purpose is shown in Table 6. 

The capital of the banks for co-operatives was subscribed out 
of the revolving fund created by the Agricultural Marketing Act. 
An additional source of capital is provided by borrowers (of 
operating capital or facility loans) who must own or purchase at 
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the time a loan is made an amount of stock equal in book value 
(but not more than $100 par value) to $100 for each $2,000 or 
fraction thereof borrowed. In the case of commodity loans, bor- 
rowers must acquire stock to the amount of approximately 1 per 
cent of the amount of the loan. Upon payment of the loan, the 


TABLE 4 


LOAN SERVICES AND LOAN CONDITIONS OF THE BANKS FOR Co- 


OPERATIVES, FARM CREDIT ADMINISTRATION 








Purpose 


Loan Limit 


Security 


Present 
Inter- 
est 


Duration 
of Loan 





(1) Facility 


(2) Merchandis- 
ing (operat- 
ing capital) 


(3) Commodity . 


Purchase of or 
refinancing 
of physical 
facilities 


Finance sea- 
sonal opera- 
tions 


Finance stor- 
ing and proc- 
essing of 
nonperish- 


60 per cent 
cost or ap- 
praised val- 
ue 


80 per cent 
operating 
expenses for 
seasonal vol- 
ume 


50-75 percent 
net market 
value of 
products 


Trust deed on 
facilities or 
other eligi- 
ble security 


Assignment 
of sales pro- 
ceeds; pledge 
of securities; 
mortgages 
on buildings’ 
and equip- 
ment 


Warehouse 
receipts or 
chattel 
mortgage 


4 per 
cent 


Usually 1 
to 10 
years 


Usually 
seasonal 


able agricul- 
tural com- 
modities 




















stock subscription is retired at par. An additional source of funds 
is available through the issue and sale of debentures by the central 
bank for co-operatives to an amount not in excess of five times 
its paid-in capital and surplus, and through short-term loans from 
commercial banks. The banks have so far made loans out of capi- 
tal and used the privilege of rediscounting most of the commodity 
loans through the intermediate credit banks; no debentures have 
been sold, nor have any short-term loans from commercial banks 
been made. 

Interest rates charged by the banks for co-operatives on loans 
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secured by commodities conform to the prevailing interest rate 
charged on commodity loans by the intermediate credit banks of 
the district in which the principal office of the borrower is located 
(2 per cent in 1937). The rate on operating capital loans is 1 per 
cent in excess of the prevailing rate paid by production credit as- 


TABLE 6* 


BANKS FOR CO-OPERATIVES: ADVANCES MADE IN 1937, AND LOANS OUT- 
STANDING, DECEMBER 31, 1937, BY TYPE OF LOAN FOR FRUITS 
AND VEGETABLES AND ALL COMMODITIES 





























ADVANCES Loans OUTSTANDING 
Fruits and Vegetables 
Fruits Total— Percentage 
Total and All Com- 
Vegetables modities Sineiee By = 
Type Total 
of Loans 
Loan —_ 
pe LS ee Se ROEeer ee SeammrN 
Type of loan: 
Oh a Serer $30,051,774|$ 5,987,114] 30.62] 19.92 
EE ow gh «caigme die tated mw’ 35,372,242| 8,042,496] 41.12] 22.74 
ee 22,209,150] 5,527,239) 28.26] 24.89 
Total— 
Es i ie Purr MERA A hae witee $87 ,633 , 166/$19,556,849|100.00] 22.32 























* Source: Farm Credit Administration. 


sociations to the intermediate credit bank of the district in which 
the association is located; this is identical with the bank’s dis- 
count rate (3 per cent in 1937). The rate on facility loans con- 
forms to the prevailing rate on mortgage loans made to members 
of national farm loan associations (4 per cent in 1937). 

The variety of fruits and vegetables which have been financed 
by marketing loans to co-operative associations is evidenced by 
the experience of the Columbia bank for co-operatives of Co- 
lumbia, South Carolina. These associations handle the marketing 
of citrus fruits, apples, watermelons, asparagus, strawberries, 
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celery, tomatoes, egg plant, peppers, escarole, potatoes, cabbage, 
and beans. Loans have been made also to purchasing associations 
for the purchase of supplies. 

When it is considered that during the crop year 1935-36, 1,063 
co-operative associations engaged in the marketing of fruits and 
vegetables were reported by the co-operative division of the Farm 
Credit Administration to have done a business of $212,000,000, 
and loans outstanding to associations marketing fruits and vege- 
tables at the end of 1936 by all banks for co-operatives for all 
purposes totaled but $13,355,547, one wonders why a greater use 
is not made of these agencies by the associations. From their 
organization in 1933 until the end of June, 1938, the total of 
advances made by the thirteen banks for financing fruits and 
vegetables was $64,610,673 (including duplications). This would 
indicate that the commercial banks and middlemen agencies are 
still carrying a major part of the load of financing these com- 
modities. 

Undoubtedly, the fact that money has been plentiful and inter- 
est rates generally low has made it possible for the larger co- 
operatives to borrow on more favorable terms through the com- 
mercial banks than they can through the banks for co-operatives 
or the intermediate credit banks. This would be especially true 
of commodity loans. The manager of one of the banks for co- 
operatives in a district which is important for the production and 
marketing of fruits and vegetables reports: 


Commercial banks in most areas are charging 4 per cent for marketing 
loans to citrus and from 5 to 6 per cent on deciduous fruits, except in a few 
instances where a line of credit is against a commodity and the net worth of 
the marketing agency is substantial. I know of two instances where com- 
mercial banks are charging marketing agencies from 1} to 1? per cent. 


The services which the banks for co-operatives can render will be 
better appreciated when loan funds are scarce and short-term 
money rates are higher than they have been since the banks have 
been in operation. 

There is the fact also that there is still considerable formality 
required in order to qualify for a loan through either the banks 
for co-operatives or the production credit associations. The weak- 
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er associations, and those individuals whose financial status will 
not bear careful scrutiny, will still prefer to work through local 
banks where they are known, or use the resources of distant 
financial centers by accepting credit assistance from merchants 
and distributors. Farmers growing truck crops, especially in the 
south, will probably continue to depend upon such help, since 
approximately one-third of all such farms are operated by tenants 
and croppers. Where this condition prevails co-operatives do not 
thrive. In the case of fruit farms, however, only 11 per cent were 
operated by tenants and croppers, though there are many small 
operators.”® 

For the long pull the influence of the co-operative banking 
agencies sponsored by the federal government should not be too 
lightly discounted by commercial banks and other lending agen- 
cies. While cheapness in borrowing will undoubtedly continue to 
be the deciding factor, the prospect is held out to borrowers from 
the co-operative credit institutions of sharing in the earnings of 
these agencies through capital-stock ownership. Assuming effi- 
cient operation, a dividend to the borrower might compensate for 
any difference in competitive interest rates. This, together with 
the assurance of an ample supply of credit when it is needed, 
might well turn the balance in favor of a co-operative credit 
system in the long run. 


COMMODITY OR WAREHOUSE LOANS 


It is obvious that for the distribution of any crop of which 
there is a seasonable surplus, provided the commodity is of a 
storable nature, warehouse loans are necessary to make possible 
the even flow of the commodity into consumption. Fresh fruits 
and vegetables which have thus far been recognized as safe col- 
lateral for such loans are: winter apples and winter pears, citrus 
fruits, late-crop potatoes, sweet potatoes, and, to some extent, 
late-crop onions. 

The grower is generally unable to finance the holding of his 
crop over a period of months not only because he lacks proper 


6 United States Department of Agriculture, Graphic Summary of Farm Tenure 
(Miscellaneous Pub. 261 [Washington, 1936)). 
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facilities but because he is typically under the necessity of getting 
an immediate cash return in order to liquidate debts incurred in 
producing the crop. He is, further, not in the best position to 
watch the action of the wholesale markets, and, if the commodity 
is stored on his farm, weather conditions, bad roads, and distance 
from the nearest wholesale market may make it impossible for 
him to take prompt advantage of favorable price changes. Grow- 
ers may organize, and have in many cases done so, to overcome 
these disadvantages, but in the main the function of holding these 
commodities for a speculative rise in price has devolved upon the 
wholesaler. 

This wholesaler may be a carlot receiver or jobber, a commis- 
sion firm which also buys for its own account, or a speculator who 
has no other purpose than to realize a profit by the advance in 
price. Field storage operations under which potatoes, sweet po- 
tatoes, citrus fruits, and most onions are stored are carried on at or 
near the point of production. The cold storage of apples, pears, 
and some onions is typically in a terminal market near the point 
of consumption. It should be noticed, however, that in the case of 
apples and pears there has been a recent tendency for the cold 
storage of these commodities to shift into the Pacific Northwest. 

The wholesaler in the large terminal market is better able to 
assume the risks of storage because he is able to watch the action 
of the market, facilities are available for the payment of a storage 
fee, and credit machinery has been developed to assist him in car- 
rying the investment required without putting too great a strain 
on his working capita'. The merchant or speculator who stores in 
the cold-storage warehouse at the terminal market may negotiate 
a loan directly with a commercial bank on the security of ware- 
house receipts issued by a public warehouse in which the com- 
modity is stored. In order to obtain such a loan, however, he 
must be well known to the bank, must present a good financial 
statement, and is generally required to keep on deposit with the 
bank funds equivalent to approximately 20 per cent of the value 
of the loan. Only the stronger marketing agencies are able to 
make direct loans. 

The more usual method of borrowing on the security of perish- 
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able commodities stored with the cold-storage warehouse is for 
the storer to negotiate his loan with the owner of the warehouse, 
the warehouse advancing him from 50 to 75 per cent of the present 
market value of the commodity depending upon the prospect for a 
favorable outcome on the season and the credit standing and 
reputation of the storer. Where the risk of loss is considerable, 
the warehouse may advance only the amount of the freight 
charges necessary to release the commodity into storage. In re- 
turn for the loan the storer gives his note (four to six months) and 
surrenders the warehouse receipts evidencing the deposit of the 
goods. The goods are insured by the warehouse for the owner, a 
certificate being issued by the warehouse to inform the owner. 
The certificate, which is indorsed by the owner to the warehouse, 
calls for the payment of the insurance to the owner or to the ware- 
house “as its interest appears.”” The warehouse making a loan is 
thus protected against loss in the event of the destruction of the 
security by fire. 

In addition to storage charges, the storer pays interest on his 
loan to the warehouse, the rate being generally 1 per cent above 
the rate which the warehouse pays the bank for its money. In 
addition to the interest payment, there is a handling charge which 
is generally one-tenth of 1 per cent a month during the life of the 
loan. The storer can terminate his loan at any time by sale or 
withdrawal of the commodity, and his liability for further interest 
payment is at an end regardless of the term of the note. 

The warehouseman, whose credit is generally better regarded 
by the bank than that of the average storer of perishables, in- 
dorses his customer notes over to the commercial bank at which 
he does business and deposits them, together with the warehouse 
receipts, with the banker as security for a loan, generally on four 
to six months’ time. As cash accumulates from the payment of stor- 
age charges, and as customers pay back their loans, the loan at the 
bank is reduced. When the customer of the warehouse makes a 
sale of all or any part of the stored commodity, his payments are 
indorsed on his note and on the warehouse receipts at the bank. 
Receipts are thus released by the bank to permit withdrawal of 
the commodity, and, if the note is paid in full, the canceled note 
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is returned to the customer and new collateral furnished to the 
bank by the warehouse. 

To protect himself and the bank against loss, the warehouse- 
man not only keeps the goods insured but carefully inspects them 
as they are unloaded to make sure that they are of a storable 
quality. Frequent inspections are made while the goods are in 
the warehouse to check upon the condition of the merchandise. 
The warehouse receipt is of little value to the banker so far as 
any information it contains about the quality or condition of the 
commodity which is the basis of the loan. The banker must, and 
does depend very largely upon the integrity of the warehouseman. 
In order to qualify for a loan, the warehouse must have a good 
credit rating, must present a favorable financial statement, and is 
generally required to keep on hand a balance of 20 per cent of the 
amount of the loan extended. 

The primary liability for loss due to unforeseen deterioration or 
a drastic drop in the market value while the goods are in his pos- 
session is on the warehouseman who has extended liberal loans 
to those who store with him. Except for a small futures market at 
Chicago in late-crop potatoes, which is still in the experimental 
stage, there is no opportunity to hedge his price risk, and he is 
generally unable to recoup large losses from his clients who bor- 
rowed from him in the first place because their own resources were 
limited. 

Warehousemen are further exposed to the risk imposed by 
competition especially when it takes the form of using warehouse 
loans as a means of attracting patronage. The tendency in such 
cases is to lend too large a percentage of the value of the com- 
modity and to absorb part of the interest and handling charges. 
Such practices tend to invite speculation in these storable com- 
modities by those who have insufficient capital, with the result 
that on a falling price the market may easily become demoralized, 
and the banker becomes prejudiced against further lending on 
this type of collateral. 

Before the depression, the well-established warehouse was able 
to raise funds in the open market by the sale of warehouse notes 
through a broker to investment banks. Money could be obtained 
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in this way at somewhat less cost to the warehouse. Under this 
method the customer notes with the warehouse receipts are de- 
posited with a bank as trustee to secure the issue of an equal 
amount of warehouse notes sold through the broker. Such paper, 
bearing 5} per cent interest and running from three to six months, 
could be sold through a broker for a commission of one-fourth of 
1 per cent of the amount borrowed, plus the trustee’s fee of one- 
tenth of 1 per cent. In borrowing by either of the foregoing meth- 
ods the warehouse is under the necessity of charging the customer 
1 per cent above the interest paid by the warehouse plus a han- 
dling charge of one-tenth of 1 per cent a month if it is to avoid a 
loss on the loaning operation. 


GOVERNMENT FINANCING OF STORED COMMODITIES 


While the intermediate credit banks extended the rediscount 
privilege to warehouse paper, no fresh fruits or vegetables were 
included in the list of approved commodities. Not until the Farm 
Board began to make “effective merchandising loans” to co-opera- 
tive associations were growers able to finance the storage of per- 
ishable commodities through other than commercial banking 
channels. This practice has been continued by the new bank for 
co-operatives, their commodity loans including winter apples and 
pears, citrus fruits, potatoes, and sweet potatoes. Certain of the 
commodity loans made by these banks for fruits and vegetables 
are made to cover costs of processing. Commodity loans outstand- 
ing on fruits and vegetables at the end of 1937 through these 
banks amounted to only $5,987,114. The interest charge on these 
loans is 2 per cent, and practically all loans are rediscounted with 
the intermediate credit banks. The conditions under which com- 
modity loans may be made to co-operatives are set forth by Farm 
Credit Administration as follows: 

During 1936 it was determined no borrower from a bank for cooperatives 
shall be entitled to the commodity loan interest rate on any loan made upon 
the security of commodities unless the following terms and conditions are 
complied with: (1) Each loan shall be secured by a first lien on farm products 
or farm supplies, approved by the Cooperative Bank Commissioner and of 


sufficient value at the time the loan is made (as determined by the bank) to 
afford an adequate margin of security without the necessity for additional 
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collateral of other kinds. Liens for accrued storage or warehouse charges 
and taxes not yet due are not considered prior liens, provided the bank is 
satisfied that adequate arrangements have been made to assure the payment 
of such charges, when the same become due and payable; (2) The loan shall 
mature within the normal marketing period of the commodities securing the 
loan; (3) The proceeds of the loan shall not be used for the construction or 
acquisition by purchase or lease of physical facilities, or for refinancing the 
cost of construction or acquisition of such facilities, and (4) Such loans shall 
not be made on changing stocks of goods.” 


Commodity loans are generally repaid by the application of 
all, or a substantial part, of the sales proceeds of the collateral. 


7 Fourth Annual Report of the Farm Credit Administration, 1936, p. 60. 
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Food Buying and Our Markets. By Day Monroe, Hazer Kyrk, and 
Ursuta B. Stone. New York: M. Barrows & Co., 1938. Pp. xii+ 
430. $3.00. 

In the early days of 1938 this book came off the préss bringing to 
date a discussion of the national and consumer problems of our market 
system and of food purchasing. The immensity of the $20,000,000,000 
annual food expenditure and the machinery involved in its operation 
will interest not only homemakers but businessmen and students of 
national economic problems. The authors state in the Preface, “‘it is 
not a book on meal planning or food selection from the nutritive stand- 
point. It deals entirely with the economic aspects of food purchase.” 

Part I deals with the market. In a clear, straightforward manner 
the authors relate the growth and development of the retail store, 
the chain store and the consumer co-operative association. They are 
filled with animation as they discuss such pertinent questions as “What 
does the future hold for the small merchant?” “Should the chains be 
taxed out of existence?” “Does this [consumer’s co-operative] mark 
the beginning of an extensive development of this type of operation in 
the retail market?” 

The authors further inform us of the various retail activities of 
buying and selling, of transportation and storage, of inspection and 
grading. We learn of the risks, of financing, and of credit. Another 
economic question having direct bearing on the consumer is that of 
price and price policies. We note that in some of the price legislation 
advocated by the state and federal government “the consumer gets 
no benefit from economies and efficiencies of operation”’ of the retailer. 
Stress is laid on the importance to the consumer of informative labeling 
and advertising and of uniform terminology for describing the quality 
of the goods. 

Some progress has been made since 1906, giving the food buyer legal 
protection against adulterated food, in the “‘net weight” amendment, 
in standardizing containers, and in similar legislation, although there 
is much yet to be done properly to inform and to protect the buying 
public. 

Part II gives informational material to the consumer on how to buy 
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by describing in detail the grades, quality, special characteristics, best 
methods of storage, preparation, etc., of the major food groups. There 
are chapters on cereal foods, canned goods, fresh fruits and vegetables, 
meats, dairy products, and miscellaneous staples. These groups are 
broken down into over two hundred food items which are separately 
analyzed. 

The book is well written, and not too technical for the layman. It is 
a real contribution to the consumer public and those interested in the 


purchase and sale of food. 
FLORENCE POPE 


University of Chicago 


Price and Price Policies. By WALTON HAMILTON and Srx ASSOCIATES. 
New York: McGraw-Hill Book Co., Inc., 1938. Pp. xiii+ 565. 
This book is the result of a study by a cabinet committee set up by 

the President in 1934. A staff of from two to five were engaged in the 

study for three years. The cabinet committee neither approves nor 
disapproves of this book. 

The research workers have succeeded in bringing together a large 
amount of valuable factual material bearing on the organization and 
price practices of seven industries: automobile, automobile tire, gaso- 
line, cottonseed and oil, dresses, whiskey, and milk. The authors ap- 
pear to have worked very largely from secondary sources, although 
some unpublished material was consulted. The book is at its best in 
abstracting material from recognized sources such as the Federal Trade 
Commission, National Credit Office, N.R.A. hearings, court decisions, 
etc. 

The book contains much valuable descriptive information, but little 
analysis is attempted. To the student of business, the title is mislead- 
ing—there is little on price policies as he understands the term. A bet- 
ter title would have been “Selected Industries and Their Price Struc- 
tures.” The book is unnecessarily long. Its 250,000 words could have 
been condensed considerably without omitting any of the essential 
facts. While one needs to know something about the organization of an 
industry, the ease with which new concerns can enter, cost and supplies 
of raw materials, kind and cost of labor, etc., in order to understand its 
price practices, nevertheless relatively too much space is devoted to this 
material. 

In the section on milk the author describes the difference between 
Holstein, Jersey, and Guernsey cows. This is important to an under- 
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standing of the price structure, yet the author gives a rather rambling 
description without stating clearly the main point at issue. Owing to 
price rigidity, some dealers instead of reducing prices have advertised a 
higher cream content of their milk. Competitors increased the cream 
content of their milk. This forced the farmers in the milkshed to de- 
pend largely on “yellow skinned” cows and so increased the cost of 
producing milk. One of the most widespread fallacies is that cream is a 
better food than skim milk. It seems that the interest of the consumer 
would be better served by more milk of a lower fat content sold at a 
lower price, as this would give more pounds of milk solids other than 
fat. If competition had been allowed to operate on a price basis it is 
probable that this end would have been at least partly attained. The 
authors are lacking in clarity on this point. 

On page 455 the author says that the pasteurization of milk was 
introduced in Cincinnati in 1897. However, the Dairy Husbandry De- 
partment at the University of Illinois gives 1893 as the time it was first 
used on a large scale in the United States. The exact date is unim- 
portant, but the author should have quoted her source. From a com- 
petitive standpoint pasteurization was important, since the expense in- 
volved forced thousands of small distributors out of business and 
helped to concentrate the business in the hands of fewer and larger 
retailers. The author, however, misses the significance of pasteuriza- 
tion from this angle. In recent years the development of a low-priced 
machine and the availability of used machines has placed the capital 
cost within the reach of relatively small dealers. In some markets, 
where pasteurization is not required, the sale of milk by farmers and 
small distributors affects competition and prices materially. 

On page 212: 

The annual prices of lard, the main competitor of vegetable shortening, 
will be seen to move with very little relation to the fluctuations in prices of 
cottonseed, cottonseed oil, or lard compound, except in 1920-21 and 1930-33, 
when the general price level was changing rapidly. However, lard and lard 
substitute prices, while not parallel, moved closely together during almost 
all the period and definitely influence each other. 


On page 213: 

Wholesale lard-compound prices are also influenced by the wholesale 
prices of its leading competitor, lard, and both price series generally move 
close together and in the same direction. 


To the reviewer, these statements are confusing if not contradictory. 
In the section on dresses the author describes the nationalities of the 
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workers in the dress factories, how much rent they pay, their back- 
ground in Europe, the desirability of a strong labor union, the ethics of 
retailing, including on the way quotations from Aristotle and Karl 
Marx. This may be interesting but much of it is unnecessary in a dis- 
cussion of prices. Fashion and style are mentioned over and over and 
yet nowhere are the methods of fashion forecasting clearly summarized. 
Price lining is described and yet we are not told how the dealer should 
go about selecting the proper lines for his store. 

One other example—on page 530 is this phrase: “The grower of 
peaches, under a commission system, has to dispose of a highly perish- 
able commodity in an auction market.” The reviewer does not recall 
ever having seen peaches sold at auction; and if produced under a com- 
mission system, why would they not be sold by the commission mer- 
chant? Otherwise what would be his purpose in financing the grower? 
Or what is the meaning of ‘‘the commission system’’? 

The book leaves much to be desired in terms of condensation, logical 


arrangement, and descriptive headings. 
P. D. CONVERSE 


University of Illinois 





